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COST OF PRODUCTION AND MARKET PRICE 


B. CANNING 


ANY ECONOoMists have expressed 
M some supposed quantitative rela- 
tion between cost of production 
and market (selling) price. John Stuart 
Mill, after stating that he contemplates 
only those cases “in which values and prices 
are determined by competition alone” and 
in which “all parties (are supposed) to 
take care of their own interests,’”” further 
limits his theory to those commodities that 
are freely reproducible. Of these he says 
“demand and supply always rush to an 
equilibrium, but the condition of stable 
equilibrium is when things exchange for 
each other according to their cost of pro- 
duction, or . . . at their Natural Value.’” 
This term “Natural Value” or “necessary 
price, or value” he defines as “the cost of 
production, together with the ordinary 
profit.”* This “ordinary profit,” however, 
is qualified by saying, “Persons whose capi- 
tal is already embarked, and cannot easily 
be extricated, will persevere for a consider- 
able time without profit. . . . But they will 
not do so indefinitely. . . .”* Mill’s doctrine, 
despite his wealth of qualification, is one 
of the simplest, or crudest. Many econo- 
mists writing on Mill’s value theory have 
found delight in its shortcomings. 

Early in the development of theories 
about the relationship in question, econo- 
mists abandoned the notion that any de 
facto or actual cost of the particular item 
to be sold influenced the selling price. “Cost 
of production” quickly came to mean “esti- 
mated cost of future production.” This 

Principles of Political Economy (5th Appleton 
ed.), Vol. 1, p. 541. 

2Tbid., p. 543. 

*Ibid., p. 561. 


*Ibid., pp. 555-6. 
*Ibid., p. 555. 


substitution of concepts raised two ques- 
tions: whose future costs are meant; and 
what particular future costs are contem- 
plated? Both of these questions have been 
immensely fertile in the sense that specula- 
tion about them has produced, not mere 
families, but hordes, of other questions. 
But both these questions and their de- 
scendants have been sterile in the sense that 
we have, as yet, no agreed answers to any 
of them nor answers that have successfully 
met the test of statistical verification. 

We have witnessed the proliferation of 
marginal theories both with respect to mar- 
ginal producers and with respect to cost 
of producing marginal units ; marginal the- 
ories both with respect to potential pro- 
ducers and with respect to potential future 
units have been developed also. But ob- 
jective criteria whereby we may know who 
are sub-marginal, who are marginal and 
who are supra-marginal producers are still 
wanting. Neither do we know whether or 
not any particular producer’s volume stops 
short of the unit that would have been mar- 
ginal, or just reaches that point or goes 
beyond it. 

We are all familiar with the conceptual 
classification of commodities into those the 
increased production of which is attended 
either by increasing cost, constant cost, or 
decreasing cost. But we do not know which 
commodities belong to a particular class. 
It is said that the increase of agricultural 
products is attended by increasing costs, 
a statement that is, no doubt, true in some 
conditions, but not in all. It is said that 
manufacturing industries are subject to 
decreasing costs, again, conditionally true, 
in some sense. But what of clothing? Agri- 
culture and manufacturing join in pro- 
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ducing clothing. Is clothing in general, or 
any particular article of dress, produced 
subject to increasing, constant, or decreas- 
ing cost? Our inability securely to pigeon- 
hole commodities on this basis has sug- 
gested to more than one that such theories, 
if scientific at all, belong to a science of 
“empty boxes.” At best, such quasi-quanti- 
tative classifications are too crude for care- 
ful statistical work. 

The classification of costs into constant 
and variable costs has likewise played a 
prominent réle in price theory. Again we 
have “empty boxes” for no single item of 
cost has been shown to belong, except con- 
ditionally, to either class.° If any particu- 
lar element of cost be written as a function 
of volume of production for one enterprise, 
the function will not hold true in others. 
If we write the function to express an aver- 
age relation for all enterprises in an in- 
dustry for a given period, the function will 
not be true of an earlier or of a later 
period. Measurements of unused capacity, 
in other words, are unstable quantities both 
with respect to different concerns, different 
times, and different products. 

Economists have dealt, after a fashion, 
with the relation of costs of commodities 
produced jointly, to the prices of the joint 
products. Judging by the space given to 
their treatment one may suppose that joint 
costs and several prices are looked upon 
chiefly as a rather unimportant variant 
upon the general principles applicable to 
an implied typical case of single-product 
costs and prices. But is there any com- 
modity of importance in trade that is not, 
at some stage, produced jointly with oth- 
ers? If we look at the final stage of pro- 
duction, the stage at which commodities 
and services pass to those who are the re- 
cipients of the final objective benefits, in 
short, if we look at retail trade, we shall 
see that at this stage nearly every dis- 
tinguishable commodity is handled jointly 
with many others. If we trace the produc- 


* The notion of constant cost is sometimes con- 
fused with that of “fixed charges.” The latter idea 
properly relates to the classes of financial con- 
tracts a concern may have entered into; the former, 
to the classes of work done and to the mode of 
doing them. 


tion history of any of these we shall find 
few exceptions to the rule that at every 
stage it was produced jointly with others. 

My reading in economic theory has 
shown me two attributes in which econo- 
mists, as a class, excel all other contem- 
porary professional groups. I know of no 
equal to their ingenuity in inventing new 
refinements to patch up old theories, new 
qualifications of older, oversimplified rules. 
No professional class is so reluctant to 
abandon any generalization once it is force- 
fully and plausibly expressed. Particular 
economists, to be sure, are notorious for 
taking issue with others; there have been 
many warring schools. But always we have 
the eclectics who find good in all apparent- 
ly irreconcilable theories and systems of 
theory and who patiently weave all threads 
of thought into word-fabric treatises called 
“principles of economics.” 

Perhaps no economist has combined these 
attributes in greater degree than Alfred 
Marshall. In addition to being a prolific 
inventor of qualitative differentiations on 
his own account he has utilized nearly all 
the theories of his predecessors. But when 
one looks in Marshall’s writing for a state- 
ment of the relation of cost to price one 
must read the whole of his works. The net 
result of that reading is to find that nearly 
everything he wrote may be regarded as a 
gigantic system of qualifications upon the 
theorem that market price tends to equal 
cost of production to the representative 
firm. Moreover it is a confessedly incom- 
plete system of qualifications.’ Anyone who 
studies carefully the definition of his fa- 
mous “representative firm’ will see at once 
why a nine hundred page treatise affords 
too little space within which fully to de- 
velop the function expressing the relation 
between cost of production and price. 

There are two principal ways in which 
one might set about appraising critically 
the economists’ theories concerning the re- 
lations between cost of production and 
market price. One may grant all the funda- 
mental assumptions, tacit and expressed, 


* Principles of Economics (8th ed.), p. xii ¢¢ 
seq. 
* Ibid., pp. 817-8. 
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which underlie their statements of princi- 
ples and test those principles for consist- 
ency with one another and with the as- 
sumptions. But many of these economists 
suppose that their fundamental assump- 
tions bear a marked resemblance to condi- 
tions that have a real existence in the 
world of affairs and that their principles 
describe approximately the events that oc- 
cur in that world. 

In all the theories so far put forward 
the causal nexus is the same. If the pros- 
pective selling price is not expected to ex- 
ceed some defined prospective unit cost, or 
some defined differential cost, at a given 
physical volume of output that volume of 
output will either be curtailed to some 
lesser amount at which the unit cost or 
differential cost will be repaid, or else pro- 
duction will be discontinued if the defined 
cost cannot be recouped on any volume. 
Curtailment of volume produced in order 
to avoid loss reduces the supply to become 
available. This tends, so the argument 
runs, to increase market price, since de- 
mand schedules are independent of sellers’ 
costs. Conversely, if the prospective price 
is high enough to permit more than recoup- 
ment of the defined cost at current volumes 
of production, larger output will result. 
This enhancement of supply will tend to 
depress price. Aside from perturbations in 
a market demand schedule, a rise in price 
implies an earlier anticipation of rise in 
cost of production. If the anticipated rise 
occurs the rise in price will be sustained. 

For any of these theories to be approxi- 
mately descriptive of actual price events 
two classes of approximately accurate esti- 
mates are indispensable: a forecasting of 
the future course of a price; and a fore- 
casting of the future costs (of the defined 
type) to be incurred in production. 

The forecast of price must, in some de- 
gree, be independent of the cost forecast 
because price may rise or fall in response 
to altered market demand schedules as well 
as in response to change in cost. Even the 
shortest range forecasts of particular com- 
modity prices are subject to errors of 
large degree. Neither business men nor 
economists have achieved fame for success 
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in this field except as second guessers. As 
to long range forecasts, such as are implied 
in economic theory as a condition to entry 
of a new, large-scale enterprise into the 
market, I need say no more than that they 
are still proper subject matter for astrol- 
ogers rather than for business men or econ- 
omists. Some such forecasts may turn out 
to be good; but neither in prospect nor in 
retrospect are we able to agree upon the 
relative réles played by shrewdness and 
chance in these successes. Successes in en- 
terprise seem to attend freedom to alter 
operating policy rather than accurate 
forecasts of prices. 

It is not my purpose to appraise the 
goodness of price estimates. I merely al- 
lude to the difficulties of price estimating 
to indicate one source of weakness in classi- 
cal theories. One can concede the existence 
of good future price estimates and still find 
grounds for disregarding the theories of 
the relation of cost of production to price. 
For future costs are supposed to be esti- 
mated also, future costs in a statistical 
form corresponding to whatever unit cost 
or differential cost the particular economist 
defines. 

I am not without knowledge of the ways 
in which costs of many kinds are estimated, 
but I have never seen a cost estimating pro- 
cedure that bore more than the most rudi- 
mentary resemblance to any definition of 
cost of (future) production as defined by 
cost of production theorists. I do not as- 
sert that estimates corresponding to the 
economists’ definitions do not exist; I say 
only that they are not prevalent. Even if 
we suppose the producers, in most cases, 
neglect, or fail to state, differences between 
past costs and expected costs and act as 
though they expected future costs to con- 
form approximately to past costs I can 
still say that the economists’ theories are 
not descriptive of events. For no formula 
for unit cost and no procedure leading 
to the finding of a unit cost or a differen- 
tial cost that I have ever seen conforms to 
the conditions of the economists’ defini- 
tions. 

To suggest to you the divergence be- 
tween the economists’ notion of cost or ex- 
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penses of production and the accountants’ 
cost figures, let me take an arbitrary il- 
lustration and sketch a few of the typical 
differences. Let the price in question be the 
retail price of a carpenter’s claw hammer, 
of given specifications. I choose this tool 
because of its relative simplicity. It is an 
assembly of a piece of shaped, seasoned 
hickory, a piece of shaped, specially tem- 
pered steel and a wedge. 

Consider the origin of the handle. At 
the very outset we have a tangle of joint 
costs, not merely of lumber manufacture, 
but also of seasoning costs, of selling ex- 
penses and of general and administrative 
expenses. Nearly all costs up to the stage 
of first sale are joint costs of an indefinitely 
great and unknown variety of final prod- 
ucts. To know whether or not the costs 
of our hammers bear any specified relation 
to final sale prices we should need to know 
just what relation exists between the sell- 
ing price of the wood destined for hammer 
handles and the cost, to lumber manufac- 
turers, of the various kinds and lots of 
wood ultimately used for that purpose. To 
know this latter relation we should have to 
unsnarl the whole tangle of lumber manu- 
facturers’ joint costs and analyze each 
class of cost or the cost of each operation 
into elements assignable to each class and 
lot of lumber and wood sold. Whether this 
can be done is not the point. The fact is 
that it is not done in accordance with eco- 
nomic theory, i.e., distribution of joint 
costs is not made in proportion to esti- 
mated sale price less estimated costs. 

If any theorist invites my attention to 
the qualification that the price paid by 
hammer manufacturers, not the cost to the 
manufacturer of the lumber, is the cost 
which affects hammer prices I shall answer 
by putting the case of the integrated enter- 
prise in which the hammer manufacturer 
runs his own sawmills or the case in which, 
through the device of the holding company, 
any prices superficially paid by one cor- 
poration to the other cancel out with re- 
spect to the holding corporation’s interests. 
Let us jump now to the plant in which 


hammers are made. Here the wood is cut 
and shaped. Not hammer handles only, but 
axe handles, maul handles and so on, are 
made. That is to say, our present manv- 
facturer has the same problem of joint 
costs. But, by reason of his freer choice 
of sources of supply, he has an additional, 
though similar problem. Economy in the 
use of wood may dictate that the manu- 
facturer buy for cutting and sorting a 
grade or grades of wood that would not be 
most economical if used alone for any one 
type and specification of handle. 

A similar set of problems present them- 
selves in connection with the steel head, 
still others arise in connection with joint 
processing, assembling, selling, and general 
administration. I could bring in the ques- 
tion of joint costs to the carriers who 
transport the materials and finished prod- 
ucts and those of the dealers who sell to the 
final users. I could show that no two lum- 
ber manufacturers, no two steel manufac- 
turers, no two hammer manufacturers, and 
so on have identical problems of joint 
costs. But my purpose is only to show 
that producers not only do not make the 
kind of estimates contemplated by cost of 
production theorists but that there is no 
ground for supposing that it will ever be- 
come practicable for them to do so. 

Decisions to contribute more or less to 
a market supply cannot be based on a non- 
existent type of estimates. If the types of 
estimate presupposed by the cost of pro- 
duction theorist were not only practically 
possible, but also prevailingly made, one 
need not doubt that an equilibrium of cost 
and price would occur. But until there is 
ground for hope that the essential esti- 
mates can be transferred from the realm 
of make-believe to the world of buying and 
selling, the classical and neoclassical theory 
of the relation of cost to price can be no 
more than a form of esoteric philosophy. 
Fantasies may serve as well as facts in 
founding a structure of logic, but they will 
not do at all as a basis for a science. The 
“economic man” of the classical economists 
has a rational mind; he lacks legs of truth. 
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STABILIZED DEPRECIATION 


Henry W. SwEENEY 


erHops of the usual, present, or- 
M thodox type are unstabilized be- 
cause they ignore all lack of uni- 
formity in the value content of the meas- 
uring-unit in which the depreciation is ex- 
ressed. If, for instance, a building cost 
$50,000 in 1910 and had an expected life 
of twenty years, with no final scrap value, 
the depreciation, according to the cus- 
tomary, straight-line method would be the 
unstabilized one of $2,500 for each of the 
twenty years regardless of whether, as thus 
stated in the dollar value of 1910, it was 
equivalent to $2,500 in the average gen- 
eral price level of each of such twenty 
years. Orthodox calculation of deprecia- 
tion thus assumes that the original cost, 
when distributed as depreciation over sub- 
sequent periods, will continue to have the 
same economic significance as it had when 
incurred—or, in other words, that the mon- 
etary standard of measurement remains 
stable in value. 

The chief merit of such an unstabilized 
depreciation method is the greater ease in 
theory and application resulting from the 
assumption of a higher degree of simplicity 
in the measurement of facts than is actu- 
ally there. 

I 

A proper depreciation method should, as 
most writers imply, exactly maintain the 
capital invested in the depreciable asset ; 
and such capital, as a preceding article has 
endeavored to demonstrate, should be the 
“real” capital, i.e., the general economic 
purchasing power represented by the cost 
of the asset. But for real capital to be 
‘maintained under customary dynamic con- 
ditions, depreciation on the original cost 
must, at the close of each period for which 
depreciation is to be computed, be re-ex- 
pressed in the average general price level 
of that period. 

If, for illustration, a fixed asset was 
acquired in the last minute of a fiscal 


period at a cost of $500, if its value was 
estimated to have been entirely consumed 
during the following period, and if the aver- 
age general price level during such subse- 
quent period was twice as high as that 
existing at the time the asset was acquired, 
the depreciation calculation should be not 
only equal to the original cost, inasmuch 
as all the value of the capital invested in 
the asset was consumed, but, moreover, 
should be twice such original cost, namely, 
$1,000, inasmuch as the expression, in 
average prices throughout the second peri- 
od, of the real capital was twice the orig- 
inal amount. At the instant of acquisition 
the monetary cost of the asset, viz., $500, 
expressed the real capital invested. But 
when prices in general doubled, expression, 
in the changed price level, of the real capi- 
tal also had to be double the original mone- 
tary cost of the asset. 

If, similarly, at the termination of a 
period, one-fifth of the cost of an asset is 
to be charged off as depreciation, such one- 
fifth in the great majority of instances 
should not be calculated on solely original 
cost per books inasmuch as that figure is a 
price that was paid when the general price 
level was probably different from that 
existing throughout the current period, to 
which the amount of depreciation is to be 
charged. Otherwise, the amount charged 
off is likely to be quite different from the 
correct representation, in the current price 
level, of the actual, real-capital value esti- 
mated to have disappeared in the form of 
depreciation during such present period. 

When prices have steadily risen since the 
acquisition date of a depreciable asset, or- 
thodox depreciation methods will, other 
conditions remaining the same, maintain 
nominal capital and fail to maintain the 
much more significant real capital. And in 
a time of severe inflation, they will result 
in general consumption of the national eco- 
nomic capital, just as occurred in Ger- 
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many’ where the people used a large per- 
centage of their wealth believing it to be, 
instead, a large income. Even in the United 
States, which experienced an inflation much 
less extreme than in most foreign countries, 
depreciation computations based on orig- 
inal book costs failed to such an extent in 
maintaining the substances of fixed asset 
investments’ that, as prices rose, the losses 
had to be met by withholding profits and by 
borrowing from the public. Thus it hap- 
pens that one of the fundamental and guid- 
ing principles of orthodox accounting, viz., 
conservatism, is certain to be violated, and 
perhaps grossly violated, in periods of ris- 
ing prices if calculation of depreciation 
continues to be based on original cost per 
books. 

In Germany, during the severe inflation 
period, the orthodox practice of calculat- 
ing depreciation on the basis of original 
book costs was eventually swept aside be- 
cause accountants and business men came 
to perceive that, in maintaining the sub- 
stance of capital, it was no longer useful. 
At first various supplementary measures 


?And even in countries where inflation never 
exceeded a very small fraction of that occurring 
in Germany, calculation of depreciation based on 
the older, lower original costs per books caused 
dire enough consequences to call forth loud ad- 
monitions. Regarding the effects in Belgium cf. 
e.g., Bayart, P., Problémes de la Stabilisation, 
Paris, 1928, p. 12; and in France, for example, 
Bayart, P., Les Effets de l’Inflation sur le Bilan 
au Point de vue Fiscal (2nd ed. rev., 1926), Paris, 
pp. 128-183, and Billiet, E., “La Réévaluation des 
Bilans,” L’Action Nationale, xxx, series N, Jan.- 
Feb.-March, 1929, Paris, pp. 7-8. 

*One writer, describing the unfairness of allow- 
ing public utilities to set only such rates to the 
public as will enable the companies to maintain 
just original capital per books, even goes so far as 
to declare that, in present times, when prices are 
generally higher than when a large part of present 
public-utility plant investment was made: 

“... any man who is pleading for depreciation 
on original costs ought to realize that he is also in 
favor of confiscating private property. If once this 
is recognized, it might be an efficient check to this 
kind of calculation, especially in a land which 
surely owes so much to private initiative and dar- 
ing, a large part of which is due to the security 
of property and profit.” Schmidt, F., “The Basis 
of Depreciation Charges,” Harvard Business Re- 
view, vu, 3 (April, 1980), 261. 
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were adopted, such as charging all new 
fixed-asset costs to expense and creating 
a special reserve to provide for mainte- 
nance of plant value and business efficiency 
(e.g., the prevalent Werkerhaltungskonto), 
Later, computation of depreciation on the 
basis of reproductive cost grew in popular- 
ity, which, indeed, is still evident from a 
survey of contemporary German deprecia- 
tion theory. In the United States, although 
fault-finding with unstabilized depreciation 
methods was, like inflation, much less pro- 
nounced, it was, nevertheless, present, as 
may be seen from the occasional corporate 
policy of creating replacement reserves ad- 
ditional to those for depreciation*® and 
from recent controversy concerning depre- 
ciation based on cost of reproduction. 
» Nor can the importance of the effects 
that incorrect computation of depreciation 
may have during a period of constantly ris- 
ing prices be properly minimized on the 
ground that, first, depreciation is at best 
only an estimate* or that, second, a differ- 
ence of several percentage units (as, e.g., 
between 5 per cent and 8 per cent) in a de- 
preciation rate is comparatively insignifi- 
.cant. For, since practically every valuation 
is an estimate in one sense or another, if 
depreciation calculations are to be slighted 
because they are merely estimates, the door 
becomes wide open for entrance of sloven- 
liness in all valuation procedure. And as for 
the second argument against careful de- 
preciation calculation, investigation of 
typical industrial balance sheets and in- 
come statements will demonstrate that a 
difference of several percentage units in a 
rate that is based on a large plant invest- 
ment value is likely to represent a large 
portion of the net income. 


*The Pullman Company, for instance, after 
charging operations with $7,264,565.22, $7,954,685.46, 
and $9,148,169.06 as depreciation of cars for the 
respective fiscal years ended July 31, 1924, 1925, 
and 1926, set aside an additional $1,000,000 in each 
of such years as “Reserve for excess cost of re- 
placement of cars.” 

‘This argument is well refuted by Baldwin, H. 
G,. Accounting for Value as well as Original Cost, 
The American Appraisal Company, pp. 56-62. 
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If, of course, the general price level has . 
steadily fallen since a depreciable asset was 
acquired, depreciation methods based on 
solely the original cost will lead to over- 
maintenance of the real, economic (as op- 
posed to the monetary) capital invested in 
the asset. Such a result is, however, also un- 
desirable because the accounts, again, then 
fail to show exactly what is taking place. 
in such a ‘time of probably depressed 
business activity due largely to declining 
book profits and increasing real equiva- 
lents of money-value liabilities, the unnec- 
essary burden represented by the over- 
maintenance may so depress profits as to 
cause formation of faulty decisions. 

The outstanding objections to unstabil- 
ized depreciation procedure are, then, that 
it causes the real, economic capital invested 
in a depreciating asset to be almost in- 
variably under- or over-maintained; and 
profit or loss, expressed in the price level 
of the current period, to be correspond- 
ingly over- or under-stated. 

Another, minor objection appears in 
cases where employees’ compensation de- 
pends wholly or partly upon the amount of 
profit earned, for in such instances ortho- 
dox calculation of depreciation upon the 
basis of original cost per books is likely to 
cause injustice to either the employees or 
the concern employing them. If, e.g., the 
price level has risen steadily for several 
years after a business has invested heavily 
in capital assets, the amount of deprecia- 
tion calculated by the usual method for 
each such year will be too small, profit will 
be correspondingly overstated, and any 
compensation based thereon will be too 
great. 


Il 


« After showing that subsequent to a gen- 
eral-price change, a dollar differs from one 
in use before the fluctuation occurred, sta- 
bilized-accounting theory has stated that 
two such identically appearing but inward- 
ly differing dollar measuring-units are, in 
effect, two respective dissimilar moneys. A 
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1920-dollar, worth somewhat over 50 per 
cent of a 1918 one, should, e.g., no more be 
directly combined with the latter than a 
dollar having, like that of the Straits Set- 
tlements, a par somewhat over 50 per cent 
of that possessed by the U.S.A. dollar, 
should be added to the latter and the total 
described as “two dollars.” The actual con- 
sequences, upon depreciation and general 
accounting accuracy, of failing to dis- 
tinguish between heterogeneous-dollar 
amounts may clearly be seen from the two 
illustrative cases presented below, the first 
a hypothetical one, but the second, actual. 

Ordinary accounting fails, in periods of 
fluctuating prices, to preserve real capital 
and charge profit and loss with the correct 
amount of depreciation because it neglects 
to treat figures measured in inwardly un- 
like, though superficially similar, monetary 
units as though they were outwardly ex- 
pressed in heterogeneous moneys. In order 
clearly to expose this weakness in the con- 
ventional procedure, the iliustrative case 
below handles amounts that are measured 
in two different moneys, the English pound 
and the U.S.A. dollar, just as the conven- 
tional procedure treats figures that, al- 
though expressed in the same nominal unit, 
the dollar, are, in reality, representative of 
different moneys, like the 1920 and 1930 
dollars. 

To permit more tangible expression of 
ideas, the following assumed facts will form 
the framework of exposition: 


A fixed depreciable asset worth £1,000, was in- 
vested January 1, 1927, by stockholders of the 
N Corporation, which began business therewith. 

Correct depreciation was 50 per cent of cost per 
annum. 

Net profit before depreciation was $3,000 cash, re- 
ceived evenly during the year. 

All final net profit was to be paid out as dividends. 

Rate of exchange: £1 = $5. 


The original investment gives rise, in 
effect, to the following entries, which are, 
like ordinary-dollar amounts left unequal- 
ized from prior periods, expressed, to illus- 
trate their true fundamental nature, in the 
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monetary unit wherein they initially ap- 
peared : 


Fixed Asset 


Jan. 1, 1927 A-Capital Stock.......... Dr £1,000 
Capital Stock 
January 1, 1927 A-Fixed Asset......... Cr £1,000 


The $8,000 worth of cash entering this 
business throughout 1927 is, like unstabil- 
ized-dollar figures for a current period, 
also recorded in terms of the money where- 
in it first appeared, thus: 


Cash 
Dec. 31, 1927 B-Profit and Loss........ Dr $3,000 
Profit and Loss 


Two different units of measurement now 
appear in these accounts. One, the pound, 
is equivalent to five times the other, the 
dollar, just as in, for example, France, pre- 
war francs, worth five times as much as 
various post-war ones, appeared indis- 
criminately side by side with the latter. Or- 
thodox accounting procedure, unobserv- 
antly treating all the amounts as homegene- 
ously measured values, next computes de- 
preciation. Because the asset book cost 
used as the base for this calculation is 
stated in pounds sterling, the result be- 
comes necessarily expressed in the same 
money, too, thus: 

£1,000 % .50 = £500, depreciation. 


Although, up to this point, the account 
entries have been heterogeneously measured 
and thus misleading, they have not, so long 
as kept separate, been actually incorrect. 
Upon entry of the £500 depreciation, defi- 
nite error does, however, appear. The debit 
and credit, each intended, by the well- 
meaning, but absent-minded procedure, to 
typify the proper consumed proportion of 
the asset cost, viz., £500, is, satisfactorily 
enough, recorded in the books as 500 money 
units. But in the process of entry, the 
monetary sign unthinkingly, but compre- 
hensibly, employed to describe the amount 
of depreciation is that of the money cur- 
rently happening to be more prevalent, 
namely, the dollar. So depreciation consist- 


ing of one-half £1,000 becomes recorded as 
$500. The depreciation-reserve credit, al- 
though expressed as $500, is, because 50 
per cent of £1,000, really equivalent, how- 
ever, to £500, but the profit-and-loss debit, 
likewise stated as $500, is so used in com- 
puting net gain as actually to represent 
$500. For it is deducted from a dollar fig- 
ure, $3,000, and the remainder is then des- 
ignated as a dollar amount, $2,500. Hence, 
the depreciation entry becomes finally 
equivalent to the following: 
Profit and Loss 
Dec. 31, 1927 C-Depreciation Reserve..Dr $ 500 


Depreciation Reserve 
Dec. 31, 1927 C-Profit and Loss........ Cr £ 500 


Conventional accounting procedure then 
closes out, to Surplus, the $2,500 balance 
in Profit and Loss and distributes it all as 
dividends, so that, as a whole, the accounts, 
although, in a practical case, doubtless ex- 
pressed in dollars, actually are equivalent 
to the following: 

Fixed Asset 


Jan. 1, 1927 A-Capital Stock.......... Dr £1,000 
Depreciation Reserve 
Dec. 31, 1927 C-Profit and Loss....... Cr £ 500 
Cash 

Dec. 31, 1927 B-Profit and Loss...... Dr $3,000 

8,000 
Dec. 31, 1927 Balance................. Dr $ 500 
Dec. 31, 1927 E-Surplus................ Cr $2,500 

3,000 


Capital Stock 


Jan. 1, 1927 A-Fixed Asset............ Cr £1,000 
Surplus 

Dr $2,500 

Dec. 31, 1927 D-Profit and Loss........ Cr $2,500 


Profit and Loss 
Dec. 31, 1927 C-Depreciation Reserve..Dr $ 500 
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And upon termination of the year, al- 
though the financial status would, as shown 
by the orthodox, book figures below, be en- 
tirely expressed in homogeneous-looking 
dollar signs, its actual nature would be that 
set forth by the corresponding underlying 
equivalents, thus: 
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have caused $2,500 instead of, as actually, 
only $500, to be withheld in the business— 
and $2,500 is, in this case, the current 
equivalent of the real capital consumed by 
depreciation. But the profit-and-loss debit, 
$500, although maintaining half of the 
1,000 money units (pounds) comprising 


The N Corporation 
Balance Sheet, December 31, 1927 


Assets 


Fixed asset, at original cost..................000. 
reserve. 


Proprietorship 


In this example the management presum- 
ably intended the depreciation provision to 
accomplish two things, first, to facilitate, 
by means of the depreciation-reserve cred- 
it, evaluation of the capital asset and, sec- 
ond, so to charge operations that the 
amount of gross income thereby withheld 
would be equivalent to the cost of whatever 
fixed capital was consumed in the form of 
depreciation. Actually, the first purpose 
has been, in effect, realized because the de- 
preciation-reserve credit, although errone- 
ously characterized as dollars, represents, 
at December 31, 1927, £500, one-half the 
asset cost. But the second aim has not been 
accomplished. Either the £500 profit-and- 
loss debit should have been converted into 
the current measuring-unit and thus ex- 
pressed as $2,500; or the other entry in 
that account, viz., a $8,000 credit for in- 
come, should have been changed into the 
earlier money, pounds, and thereby stated 
as £600. If the former conversion, of 
pounds into dollars, had been made, the 
net profit would have appeared as $500. 
But if the latter conversion, of dollars into 
pounds, the net profit would have been 
£100. Both such results are, of course, 
mutually equivalent as well as correct, for 
£1=$5. Both methods would, moreover, 


Figures Underlying 
per books equivalents 


the fixed-asset initial cost, has not pre- 
served the real capital consumed, which, 
at December 31, 1927, would be repre- 
sented by either £500 or $2,500. Such ac- 
tual $500 charge to operations has been 
equivalent, in fact, to only £100 (i.e, 
$500 — 5), which is but 20 per cent of the 
original asset cost. 

A practical illustration of how the or- 
thodox depreciation method, by failing to 
distinguish between moneys similar in name 
but dissimilar in content, causes, as the 
preceding hypothetical illustration at- 
tempted to demonstrate, consumption of 
real capital and misstatement of profit, is 
supplied by the following German case, 
that of the Wickueler-Kuepper-Brauerei 
Actiengesellschaft. This example shows 
that the management was very unconserva- 
tive while trying to take advantage of an 
apparently unusual opportunity to be ul- 
tra-conservative. The exhibits, appearing 
below, indicate that for the fiscal year end- 
ing October 31, 1923, the book value of 
each fixed-asset class was practically writ- 
ten off by being reduced to the purely 
nominal figure of one mark, instead of be- 
ing depreciated by the usual periodic per- 
centage for that one year. Despite, how- 
ever, the superficially consequent over- 
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maintenance of capital and understatement 
of profit, careful analysis will reveal re- 
sults diametrically the opposite. The cause 


counting failure properly to allow for de- 
cline in the value of the measuring unit, 
the mark. The exhibits, as originally pub- 


of such error was, of course, orthodox ac- 


lished,° follow. 


Wickueler-Kuepper-Brauerei Actiengesellschaft 
Elberfeld, Germany 


Balance Sheet as of October 31, 1923 


Assets 
Buildings 
Liquid export equipment 
Horses and wagons 
Puarniture and fixtures 
Miscellaneous 
Securities 
Cash 


Contingent claims against sureties ............... M 
Inventories: Beer, malt, hops, etc. ................ 


10,173,987 


Liabilities 
Mortgages payable 
Extraordinary reserves 
Reserve for doubtful accounts ................... 
Contingent liability on sureties 
Unclaimed dividends 
Balance, November 1, 1922 .................. M 64,634.83 
Profit for the year ending October 31, 1923. ..903,701,800,378,172.17 


10,173,987 


Wickueler-Kuepper-Brauerei Actiengesellschaft 
Elberfeld, Germany 


Profit and Loss Statement 
Year Ending October 31, 1928 
Income from sales of beer 


Expenses: 
General expenses ............ A1,896,200,917,339,204.11 


Net profit (transferred to balance sheet) 


* Frankfurter Zeitung, March 15, 1924. 


3 

9,117,864,000,009 
78,163,452,373,275 
1,285,689,400,825,604 


2,087,226,000,000,012 


M3,460,196,717,198,913 


10,000,000 
60,000 

3,121,837 

431,382 

856,084 

4,160,669 
2,556,494,898,046,079 


80,055 


903,701,800,442,807 


M8,460,196,717,198,913 


M2,7199,902,719,694,709.28 


1,896,200,919,316,537.11 


M 903,701,800,878,172.17 
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The depreciation written off was calcu- 


lated thus: 


Balance 

Nov. 1, 1922 
Brewing equipment ................. 1 
Liquid export equipment ............ 1 
47,202 
Transport barrels .................. 33,290 


Horses and wagons ................. 1 
Furniture and fixtures .............. 1 


M1,977,343 


Inasmuch as the amount charged off as 
depreciation is the exact difference between 
the total fixed-asset book values as of, re- 
spectively, the beginning and ending of the 
year, no expenditures for new acquisitions, 
improvements, and the like were, according 
to the accounts, made. But because a busi- 
ness of such size must have improved its 
plant and equipment to at least a minor ex- 
tent, the conclusion must logically be that 
capital expenditures were incurred but were 
charged off to expense. 

Apparently not content with such con- 
servative procedure, the management de- 
cided, however, to be still more conserva- 
tive by writing off what seemed to be too 
much depreciation. So it authorized the re- 
duction of each type of fixed asset to a 
value of one mark. This was easy to effect 
without reducing profit very much because 
the total resulting depreciation charge was, 
to use a common saying, merely a drop in 
the bucket as compared with the other, 
inflation-distorted, book figures. Such 
pseudo-conservative procedure, adopted 
throughout Germany during 1922 and 
1928, must have seemed a happy means of 
accomplishing two major aims at the same 
time because, first, it appeared to offer an 
easy way to be very conservative by charg- 
ing to the present period all existing 
capital-asset values, some of which would, 
otherwise, have had to await the distant 


Difference 
Balance written of 
Oct. 31, 1923 as depreciation 
Al A1,871,223 
1 479,887 
1 46,283 
1 
1 
1 47,201 
1 88,289 
1 
1 
1 
M1,9717, 338 


future before being completely written off, 
and yet, second, it enabled an initially high 
profit figure for. the present period to re- 
main but little diminished. 

Unfortunately, however, the practice, al- 
though slightly more conservative than the 
customary method of charging off as de- 
preciation only the periodic annual pro- 
portion of the fixed-asset costs, was, under 
the particular economic circumstances, 
very unconservative. In the case under dis- 
cussion the amount of error resulting can 
not be exactly ascertained, nor, because of 
the lack of a conveniently obtainable com- 
plete set of German-corporation manuals*® 
in the United States, can it be more than 
guessed. The following reasoning may 
serve, however, roughly to approximate 
both its probably enormous amount and its 
overwhelming importance. 

Because the business, by its very nature, 
must have required a large amount of fixed 
capital for efficient conduct of its different 
industrial and transport operations, and 
because the fixed-asset values per books as 
of November 1, 1922, as listed above, must 
have been relatively small in comparison 
with the other, depreciated-mark, amounts 
on balance sheet and profit-and-loss state- 
ment for that date, such fixed-asset values 
must have been expressive of high mark 


* Notably Saling’s Boersen-Jahrbuch. 
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values—probably, for the most part, of 
even gold-mark values. But even if they had 
been inflated by 100 per cent of their 
underlying gold-mark costs, or, in other 
words, if the “1,977,343 had represented 
a total gold-mark equivalent for only one- 
half thereof, viz., “988,672, nevertheless, 
the 1,977,333 book marks (i.e., 988,667 
gold marks) charged off as depreciation 
during the fiscal year, wherein the average 
worth of the paper mark equalled one fifty- 
billionth of a gold mark, should have 
been “988,667 < 50,000,000,000 (namely, 
M49,433,350,000,000,000) in order to 
have the same significance as, under the cir- 
cumstances, the costs of the fixed assets 
had when those assets were originally pur- 
chased. In any event, however, if the com- 
pany had expressed its depreciation charge 
in the measuring-unit of the same approxi- 
mate average value as the unit in which 
most of the other items on the financial 
exhibits were stated, some such enormous 
figure as the one estimated should have ap- 
peared as depreciation, instead of the com- 
paratively puny amount 1,977,333. But 
if the depreciation expense had been shown 
as 49,433,350,000,000,000, the final result 
of operations would have been a loss of 
48,529,648,197,644,494.83 instead of a 
gain of 903,701,800,378,172.17! In other 
words, the loss would have been over fifty 
times greater than the profit that was 
shown." 

This illustration shows the very essence 
of the outstanding objections to unstabi- 
lized depreciation because it indicates what 
little relationship there may be between the 
current price level and the price level repre- 
sented by a depreciation charge that is 
calculated on the cost of a depreciable 
asset acquired some years previously. And 
as it demonstrates the antiquity of the 
measuring-unit in which such a depreciation 
charge may be stated, it simultaneously in- 
dicates failure to maintain real capital and 


*Of perhaps incidental interest is the fact that 
the mortgages payable of .“60,000 as of October 
81, 1923 were worth, in gold marks, about one ten- 
millionth of the cheapest postage stamp. 


to derive a profit or loss figure that will 
have much meaning. 


Ill 


When prices continue to rise rapidly, ac-; 
countants and business men begin to ob- 
serve that the prevailing depreciation 
method, which bases calculation on original 
cost per books, does not seem to be main- 
taining the substance of the capital origi- 
nally invested in the depreciating asset. The 
orthodox depreciation method then begins 
to be adversely criticized and others are 
suggested as remedies. Of these that conse- 
quently become most commonly proposed, 
depreciation on cost of reproduction® seems 
usually to receive the greatest amount of 
favor. Such a typical development occurred 
even in the United States, where inflation 
was comparatively slight. 

Advocates of calculating depreciation on. 
the basis of reproductive cost stated, dur- 
ing the latest period of rising prices, that 
the best proof of error in the orthodox 
method was that the proceeds of the de- 
preciation reserved throughout the life of 
an asset were usually insufficient, after a 
steady increase in prices, to provide re- 
placement, even when the depreciation cal- 
culations were absolutely accurate. They 
concluded, therefore—and_ correctly— 
that, because maintenance of the physical 
form and efficiency of an asset is prefer- 
able to maintenance of merely its original 
money cost, the orthodox method of basing 
computation of depreciation on book 
figures left much to be desired when general 
price levels were advancing. But they con-: 
cluded also—and, as will be seen, incor- 
rectly—that the best way to maintain the 
substance of capital invested in a depreci- 
ating asset was to maintain the asset 
physically and materially by calculating 
depreciation on reproductive cost. 


® Reproduction cost means “the actual amount 
necessary to be expended in order to reproduce the 
present plant at present-day prices under the orig- 
inal physical conditions.” Maltbie, W. H., Theory 
and Practice of Public Utility Valuation, p. 33. 
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The following quotation expresses the 
typical view of the reproductive cost pro- 
ponents : 


All recognized methods result in charging 
to operating account the original cost of prop- 
erty retired. This policy, in view of the higher 
present level of prices, is wrong. . . 

The purpose of management certainly must 
be to maintain the physical plant, and to keep 
up production without drawing upon capital 
funds. If this be true, then, when the price 
level has risen, the charge to operation for 
renewals should not be the original cost of 
property retired, but the cost of new proper- 
ty which, in function and capacity, is re- 
quired to replace the old.° 


Depreciation based on reproductive cost 
is, however, objectionable. The funda- 
mental reason, as previously explained, is 
that such a method endeavors to maintain 


‘visible, instead of real, economic, general- 


purchasing-power, capital. Consequently, 
the result may be physically to preserve 
capital whose worth in the general system 
of values is itself declining or rising. 

The nature of this fundamental objec- 
tion was, apparently, overlooked by both 
sides. And because the members of the 
orthodox school, who continued to favor 
computing depreciation on the basis of 
book cost, were accustomed to think of 
capital as a book value*® and not as a ma- 
terial object, they failed, likewise, to per- 
ceive that their opponents were also trying 
fundamentally to maintain capital. The 
conventionalists felt that capital was 
represented by original book cost and that, 
because the object of sound depreciation 
policy should be to maintain capital, the 
calculation should be based on such first 
cost and not on reproduction value.” At 
this point, however, the customary ac- 


® Bauer, J., “Renewal Costs and Business Profits 
in Relation to Rising Prices, The Journal of Ac- 
countancy, xxviu, 6 (Dec., 1919), 418 f. 

” For example, Finney, H. A., Principles of Ac- 
counting, 1, ch. 40, pp. 3-4; and Dillman, J. F., 
“Accounting for Values or Dollars,” Management 
and Administration, x1, 2 (Feb., 1926), 118. 

1 As, e.g., Jackson, J. H., “Some Problems of 
Depreciation,” The Journal of Accountancy, 
xxx1, 2 (Feb., 1921), 81-102. 


counting assumption of general-price-level 
stability led them into error. If the 
assumption had been justified, then de- 
preciation should, as they claimed, have 
been calculated on original book cost be- 
cause maintenance of such a type of capital 
thereby would have resulted in preserva- 
tion of the same general purchasing power 
as the cost of the asset originally repre- 
sented. (But, also, if the assumption had 
been justified, probably the reproduction- 
cost basis would never have become promi- 
nent, because individual price levels, of 
which the prices of fixed assets form a part, 
would then in all probability seldom have 
varied relatively much.) 

The orthodox school, therefore, on the 
basis of its premises, concluded—and cor- 
rectly, if accidentally—that depreciation 
should not be calculated on reproductive 
cost. But it also continued to conclude— 
and, because of the invalidity of its basic 
assumption, incorrectly—that the compu- 
tation ought to depend upon the book cost. 

As a consequence of the rapid rise in 
prices during and after the recent great 
war, the previous high degree of solidarity 
existing in the opinions of accountants 
throughout the world became disrupted. 
Many then adopted the contemporaneously 
radical view that depreciation should be 
based on cost of reproduction. However, 
after the importance of the subject had be- 
gun substantially to wane during the sub- 
sequent periods. of comparatively stable 
price levels, these rebels returned in large 
numbers to the ranks of those who had 
steadfastly continued to hold the old 
traditional views. The reproduction-cost 
method was, therefore, it would seem, a 
forward step that traversed about half the 
distance toward the goal of real-capital 
maintenance. It was doubtless a safer and 
more conservative plan of procedure to 
adopt during the inflation years than the 
old theory, because it gave rise to higher 
depreciation charges—charges probably 
more nearly related to those that would 
have resulted from attempt to preserve 
original, real, economic capital. 
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The present tendency in public account- 
ing investigations of businesses that, in 
preparation for refinancing, desire to have 
their balance sheets reflect increases in the 
values of their capital assets as the result 
of appraisals, is to show on the accompany- 
ing income statements of, usually, the most 
recent five years, depreciation calculated 
on the appraisal valuations. The purpose 
of this is to indicate what such earnings 
(which serve as the main basis for forma- 
tion of decisions regarding recapitaliza- 
tion) would have been if the depreciation 
charges to be expected in the future be- 
cause of the increased, appraisal values 
had existed in the period covered by the 
investigation. Because such procedure 
bases depreciation on appraised values, 
which are usually representative of recent 
current reproduction costs, it is open to the 
charge of unwittingly attempting to ap- 
proximate the maintenance of material 
capital. It is, nevertheless, probably a step 
in the right direction, although another 
step remains to be taken. 

By yielding depreciation figures that 
should usually approximate those of 
stabilized-depreciation procedure, repro- 
ductive-cost depreciation practice pos- 
sesses the notable merit of more nearly 
maintaining real capital and accurately 
stating profit or loss than does the ortho- 
dox method. Thus the cost-of-reproduction 
procedure is safer to adopt. Because, how- 
ever, its aim is to preserve physical-capital 
investment, in spite of likely deviation, as 
previously explained, in the relation of such 
capital to the average value of other goods 
and services, it finds itself exposed to two 
major objections. The first of these is that 
it results in under- or over-maintenance of 
real, economic capital; the second, that it 
causes misstatement of profit or loss. 


IV 


The method that is, for conciseness, 
herein designated “stabilized depreciation” 
has already been outlined in the foregoing 
criticisms. It is founded upon belief that 
the capital to be maintained is real, 


economic capital, which is represented by 
the general purchasing power of original 
cost, and that the price levels in which 
profit-and-loss figures are expressed should 
be homogeneous enough to prevent the ap- 
pearance of gross inaccuracies. Its practi-, 
cal means of attempting to realize these 
aims is, obviously, to express depreciation 
as the current-general-price-level equiva- 
lent of the portion of original book cost 
estimated to have been consumed in opera- 
tions during whatever period happens to 
be under review. Combining the admissible 
conclusion of the orthodox school—that 
original cost should be depreciated—and 
the admissible conclusion of the reproduc- 
tive-cost school—that depreciation should 
be computed on some basis other than 
original cost per books—it appears as as 
method intermediate between these two op- 
posing schools of thought. 

The fundamental difference between. 
ordinary and stabilized depreciation meth- 
ods is that, whereas the former is based 
upon original cost per books, the latter 
rests upon original cost adjusted for the 
change in average price levels. And the: 
underlying difference between stabilized de- 
preciation and reproductive-cost deprecia- 
tion is that, whereas the former is based 
upon the current-general-price-level equiva- 
lent of original cost, the latter depends 
upon the current-special-price-level equiva- 
lent of original cost (viz., cost of repro- 


duction). Or, otherwise expressed, the: 


ordinary depreciation method is concerned 
with maintenance of nominal, monetary 
capital; the stabilized type with preserva- 
tion of real, economic capital; and the 
reproductive-cost type with keeping physi- 
cal, material capital intact. 

Interesting to observe is that the essence 
of stabilized depreciation, namely, that the 
original cost of an expense should be ex- 
pressed at its current-general-price-level 
equivalent, has occasionally been described 
by other’ writers, although, apparently, 


™The present writer’s first published exposition 
of the theory appeared in “Effects of Inflation on 
German Accounting,” The Journal of Accountancy, 
(March, 1927), 186-188. 
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no application to depreciation methods 
ever followed. 

Perhaps the clearest and most logical 
explanation of the reasoning underlying 
stabilized depreciation is the following: 


But there is colorable ground for an argu- 
ment that the retention of the price paid is 
not really representing the original cost, when 
there has been a change in general price lev- 
els, ic., when money has depreciated. 

Suppose one had 100,000 bushels of wheat 
on hand and by act of government the legal 
definiticn of a bushel was changed so as to 
make it include only one-half the former con- 
tents. To report 200,000 bushels on hand at 
the later date would be the only proper ex- 
pression of the actual facts. 

Somewhat similarly if an asset had been 
purchased for $100,000 (of a given standard 
of weight and fineness of gold) and the gov- 
ernment later arbitrarily reduced the content 
of the gold dollar by one-half, would it be 
correct in later statements to represent the 
cost as $100,000 or as $200,000? If the dol- 
lar shrinks not by direct legislation but by 
gradual inflation, is there not some justifica- 
tion in holding that at a later day the more 
correct expression of the actual cost would 
be in terms of the then dollar equivalent to 
the former dollars paid out ?** 


The concept of computing, by index 

numbers, as of respective subsequent peri- 
ods, the current general-price-level equiva- 
lents of original costs in order to obtain 
corrected bases for contemporary calcula- 
tions appears also in the following quota- 
tion, which discusses the asset basis for 
public-utility charges: 
... possibly some index number designed to 
rise and fall with the general level of com- 
modity prices, might conceivably be chosen 
as the proper basis by which to regulate 
charges.7* 


The same idea is likewise expressed by 
the following excerpts: 

If the service was worth $100 in 1918, and 
if $226 in August, 1919, will buy as much of 

*Comments by H. R. Hatfield on “A Sym- 


posium on Appreciation,” The Accounting Review, 
v, 1 (March, 1930), 14. 
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commodities in general as $100 bought in 
1918, then public utility service (or any other 
service) that was worth $100 in 1918 is, 
ceteris paribus, worth $226 today.”* 

The purpose of the depreciation charges 
is to return to the investor the equivalent of, 
not only the same number of dollars invested, 
but also the same kind of dollars invested. 

For illustration, an investor who in the 
year 1915 paid fifty thousand 1915 dollars 
for a steam shovel with a useful life of five 
years, and in 1920 finds himself in possession 
of only fifty thousand 1920 dollars as depre- 
ciation reserve, has not recovered the equiva- 
lent of the fifty thousand 1915 dollars which 
he invested in the shovel.”® 


Other writers have described, in less de- 
tail, various general features of stabilized 
depreciation; for example: 


Cost figures, properly adjusted to allow 
for changes in the money unit, give a correct 
expression of the original investment.** 


Declaring that business men think of an 
investment in capital assets as dollars, an- 
other writer states: . 


. . . the assumption and the practice which 
is predicated on it are unsound both in theory 
and in fact, for by following it, either more 
or less than the value equivalent of the orig- 
inal dollars invested in property may be re- 
covered, depending on whether prices are 
higher or lower when the recovery is effected.** 


The cardinal principle underlying pre-- 


servation of real capital is that the con- 
temporaneous _general-purchasing-power 
equivalent of the original outlay for capital 
used up should be charged against the 
period in which such consumption takes 
place. If, e.g., material bought for $100 


% Elmes, C. F., “Price Levels in Relation to 
Value,” Mechanical Engineering, xin, 10 (Oct. 
1920), 556. 

*Chenoweth, J. M., “Depreciation of the Dollar,” 
The Journal of Accountancy, xxx1, 6 (June, 1921), 
472, In applying the fundamentally sound premise 
quoted above, however, he restricted the meaning 
of original-cost equivalent to specific purchasing 
power over the particular kind of asset being de- 
preciated, and hence finally reached merely a tenta- 
tive reproductive-cost theory. 


“Bonbright, J. C., “Progress and Poverty in 11 Paton and Stevenson, Principles of Account- 
Current Literature on Valuation,” Quarterl 462. 


Journal of Economics, xu, 2 (Feb., 1926), 808. 


Baldwin, op. cit., p. 8. 
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is consumed in a period whose average 
prices are 10 per cent higher than those 
existing when the goods were purchased, 
and if operations are charged with, not 
$100, the original cost per books, but 
100 X 110-100, or $110, real capital 
will, other things remaining equal, be main- 
tained and current cost of material be cor- 
rectly calculated. 

Most profit-and-loss entries represent 
present-period income and expenses whose 
respective amounts are contractually set 
figures that, after being originally agreed 
upon, have been currently paid for and 
remain expressed in nominal money units. 
Because their real worths usually depend 
upon the average values of the monetary 
units, during the periods covered by such 
items, employed to measure them, they are 
known as “money-value” entries. Examples 
are ordinary contract sales prices and all 
such profit-and-loss items as salaries and 
wages, advertising fees, commissions, tele- 
phone and telegraph charges, dues, inter- 
est, and discount, are like rent, paid for 
in the current period without constant re- 
gard to changes in the worth of money. 

Occasionally there will appear a revenue 
or expense whose financial amount has been 
computed with reference to the average 
worth possessed by the money measuring- 
unit throughout the contemporaneous 
period. An illustration is a wage adjusted 
monthly or quarterly for change in the 
cost of living. Inasmuch as the monetary 
expression of each such entry rests upon 
the underlying current-period worth of the 
monetary unit, the item is known as a 
“real-value” one. In the case of money- 
value entries the real worth was, on the 
other hand, seen to depend upon the con- 
temporaneous nominal money amount. 

Besides the two classes above, which rep- 
resent profit-and-loss entries paid for dur- 
ing the fiscal year wherein they enter opera- 
tions, there is another group. This, con- 
sisting of deferred expenses and income, 
typifies items settled for in a period pre- 
ceding that in which they penetrate the 
loss-and-gain account. Examples, ordi- 


narily, are undepreciated capital assets, 
unconsumed materials and supplies, pre- 
paid salaries, rents, royalties, interest, un- 
expired insurance premiums, and deferred 
income. These are all classed as real-value 
items because the proper profit-and-loss 
entry for each, namely, current equivalence 
of original real cost, requires that adjust- 
ment be made for whatever general value 
change in money has taken place since the 
payment arose. Since accruals, the opposite 
of deferred entries, are customarily ex- 
pressed in the price levels of the respective 
periods represented by their income and 
expense aspects, rather than in preceding 
ones, they do not need to be considered in 
this discussion. 

The necessity of recomputing original 
book costs to allow for price changes be- 
came well recognized during the great in- 
flation period in Germany,”® although it 
was unwittingly subordinated to the aim 
of preserving only physical, material 


capital.” The formula frequently advo- 


* Thiele, W., in his Wiederbeschaffungspreis 
und Preiswucher, bases his recommendations for 
employing reproductive equivalents in cost calcula- 
tions on legal, instead of the customary, economic, 
considerations. 

Schmidt, e.g. specifically states that his 
method aims to keep capital physically intact and 
thus uninfluenced by monetary-value fluctuations. 
(“Gewinn und Bilanzwert,” Het Internationaal Ac- 
countantscongres, Amsterdam, 1926, p. 409.) In 
order systematically to employ what he regards as 
the only correct method of calculating profit, he ad- 
vocates distinguishing between accounting for 
property (Vermoegensrechnung) and accounting 
for income (Erfolgsrechnung or Umsatzrechnung). 
The net change, if any, between the original and 
reproductive costs of each expenditure is then to 
be reflected in the property accounting up to the 
moment when the expenditure is charged to opera- 
tions or set forth in a balance sheet, and only re- 
productive cost as at the instant of sale or con- 
sumption is to be allowed entry into the profit-and- 
loss reckoning. Thus, believing that asset-apprecia- 
tion change, because it appears regardless of even- 
tual sale or use, should be differentiated from the 
value variation known as gross profit, and being 
convinced that true operating gain results only 
when selling price exceeds full cost of reproduction 
at the instant of sale, he asserts that by solely 
such a segregation of accounting functions can 4 
business man be informed as to whether, in any 
given case, a sale should be made or an expenditure 
permitted to become an expense. These ideas are 
concisely stated in his article, “Geldentwertung und 
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cated there for setting sales prices was, 
“Cost of reproduction plus profit,” al- 
though, of course, adoption of this basis 
did not, as was generally recognized, neces- 
sarily insure ability to sell at the prices 
thus calculated, inasmuch as market con- 
ditions might not permit, as would be the 
case if competitors were erroneously cal- 
culating their sales prices on the basis of 
merely original costs per books and were, 
consequently, selling too low. Advocates of 
the formula justifiably believed,” however, 
that recognition of the underlying economic 
facts would usually result in less eventual 
loss. 

Prices in the United States have ordi- 
narily not moved rapidly enough up or 
down within the space of several years to 
make much inaccuracy result from failure 
to charge real-value expenses other than 
depreciation into profit and loss at pres- 
ent general-price-level equivalents. Some 
writers”® assert, however, that, during the 
World War, costs and accounts in this 
country were unintentionally falsified be- 
cause materials bought in previous years 
were customarily charged to operations at 
original figures per books. 

Opponents of basing depreciation com- 
putations on reproductive costs have, in 
the United States, usually managed to dis- 


Bilanz,” Geldenwertung und Unternehmung, Ber- 
lin, 1923, pp. 11-17 and also, according to a com- 
ment written by him while reading this section of 
the manuscript, in his Die organische Tageswert- 
bilanz (8rd, revised edition of his previous Die 
organische Bilanz im Rahmen der Wirtschaft, 
which was published at Leipzig in 1922), Leipzig, 
1929, and his Der Wiederbeschaffungspreis des 
Umsatztages in Kalkulation und Volkswirtschaft, 
Berlin, 1923. 

"Reproduction cost meant, to Schmidt, the 
market prices of all three respective cost elements 
(material, labor, and overhead) at the instant of 
sale, such to be calculated according to the state 
of productive efficiency existing in the immediate 
present and not when the original costs were actu- 
ally incurred. Die organische Tageswertbilanz (3rd 
ed. rev., 1929), Leipzig, p. 136. 

*Tbid., pp. 149-150, for example. 

*E.g., DuBrul, E. “Unintentional Falsifica- 
tion of Accounts,” V.A.C.A. Bulletin, rx, 8 (May 15, 
1928), Sec. 1, p. 1038. He advocates, however, using 
reproductive, instead of real-cost, expense equi- 
valents. Krebs, W. S., Outlines of Accounting, u, 
pp. 959-976. 


credit such a method, first, by showing that 
if it is followed, consistency requires all 
other expenses to be similarly recalculated 
on the basis of their respective reproduc- 
tive costs, too; and, second, by then claim- 
ing that in such event the entire cost-of- 
reproduction theory becomes impractical. 
The proponents commonly permit their 
position to be weakened by ignoring this 
attack. Instead, they should, first, admit 
that consistency, which is, of course, de- 
sirable, requires all expenses to be restated 
at corresponding prices to reproduce if de- 
preciation is computed on that basis; but 
they should, second, next indicate the 
faulty reasoning whereby their adversaries 
conclude that the depreciation plan thus 
becomes impractical. They can expose this 
fallacy by showing that because most ex- 
penses become such shortly before or after 
the book entries for them are made, the re- 
spective differences in price levels between 
the dates of use and of record are so likely 
to be so slight that in normal times the 
original costs of all expenses, with the 
possible exception of depreciation, may, 
unadjusted, be charged to operations with- 
out causing any significant inaccuracies.” 
And in the case of depreciation, the argu- 
ment should conclude, despite the presence 
during recent years of prices that may, in 
general, be characterized as_ relatively 
stable, a need may still exist for stabilized 
re-expression in those instances where the 
depreciable assets were acquired or con- 
structed in periods remote enough in the 
past to be representative of materially 
higher and lower prices than contempo- 
raneous ones. 

The stabilized method may produce de- 
preciation figures that are quite unex- 
pected. But if they are more accurate than 
those of the orthodox one, any surprise 
occasioned by their amounts, instead of be- 
ing an objection to the stabilized pro- 
cedure, constitutes a point in its favor. For 


* Baldwin reveals knowledge of this argument 
in defending his reproductive-cost depreciation 
method; op. cit., p. 65. 
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the greater the unexpectedness, the more 
significant the probable difference between 
adjusted and unadjusted figures and hence 
the greater the benefit likely to be derived 
from use of the stabilized method. 

To one writer® “real” capital means 
“physical” capital. As previously ex- 
plained, however, the word “real,” although 
objectionable, due to the likelihood of its 
being frequently confused with “material” 
and “tangible,” is employed throughout the 
present article because of its long and simi- 
lar use, in economics, to mean, more or less, 
“general purchasing-power equivalent of,” 
as in, e.g., the expressions “real income” 
and “real wages.” 

In the degree that stabilized-deprecia- 
tion procedure is accurately followed, to 
the same extent do the desired maintenance 
of general-purchasing-power capital and 
the more accurate statement of profit or 
loss become approached. Partially off- 
setting these prominent advantages of 
stabilized depreciation are, however, that 
it is, for at least the present, new, untried, 
imperfectly understood ; and that its theory 
and application are somewhat complicated 
(probably more so than appears true of the 
reproductive-cost method and certainly 
more so than may be said of the unsta- 
bilize conventional procedure). 


SUMMARY 


Unstabilized, orthodox depreciation pro- 
cedure assumes that the original fixed- 
asset book cost, when distributed as de- 
preciation charges over later periods, will 
continue to represent the identical eco- 
nomic significance that it had when initi- 
ally incurred. The great advantage derived 
from making such an assumption is the 
resulting simplicity in theory and computa- 
tion; the great disadvantages are, re- 
spectively, probability of under- or over- 

* Hull, G. L., “Plant Appraisals—Their Treat- 


ment in the Accounts,” The Accounting Review, u, 
4 (Dec., 1927), 305. 
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maintenance of real capital and misstate- 
ment of profit and loss. In view of the 
important réle that may be played ina 
given case by accuracy, the disadvantages 
are quite liable more than to offset the ad- 
vantage. 

The major merit of reproductive-cost 
depreciation procedure is, perhaps, that 
under ordinary dynamic price conditions 
it should yield depreciation figures nearer 
in amounts to those produced by the sta- 
bilized, real-capital method than should the 
old orthodox procedure. By endeavoring to 
maintain material capital despite probable 
variance in the general economic signifi- 
cance thereof, the reproductive-cost de 
preciation method becomes vulnerable to 
two main accusations. These are, respee- 
tively, that it, like the orthodox procedure 
but perhaps to a less degree, causes under- 
or over-maintenance of real capital and in- 
accurate calculation of profit and loss. It 
represents, however, a forward step in de 
preciation practice. 

The thesis of stabilized depreciation is 
that the original cost of a depreciable 
fixed asset should be so distributed over 
subsequent periods that the depreciation 
charge in the current average-price level 
for each such period will represent the same 
real-capital portion as it would if ex- 
pressed in the general price level of the date 
when the asset was acquired. Stabilized- 
depreciation procedure, other things being 
equal, possesses the great advantages of, 
respectively, maintaining real, economic 
capital and correctly stating (so far as 
price levels are concerned) the depreciation 
to be charged off. Its major disadvantages 
are its novelty and complexity. 

In order to maintain real capital exactly 
and to state profits and expenses accu- 
rately, real-value expenses other than de- 
preciation should likewise be stabilized. 
Practical considerations will usually, how- 
ever, not require such refined procedure. 
Stabilized depreciation need cause no in- 
come-tax complications. 
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EARLY TRANSACTION ANALYSIS 


A. C. 


intent upon giving instruction in 

the bookkeeping practice of the 
day and indulged in very little theorizing. 
Even in connection with transaction analy- 
sis, underlying theory must be interpreted 
from the practices described. The writers 
did not enter into explanations of how 
transactions should be thought out or why 
one did thus and so, but confined themselves 
strictly to telling in detail how to perform 
the acts of record-keeping. An attempt to 
formulate the early reasoning involved in 
analyzing transactions into debits and 
credits must therefore be hypothesized out 
of the phraseology used and by trying to 
read between the lines of the practical ex- 
planations of how the record was to be 
made. 

An analysis of a few examples of ledger 
entries will show the probable reasoning 
behind the wording used and open the way 
to a surmise about the probable basis of 
early transaction analysis. Three sets of 
entries are given below: 


| er writers on bookkeeping were 


Ledger Entry 1 (1486-1489) 


From the ledger of Fillippo Borromeo e 
comp., the London branch of a large 
Italian trading house (Milan) :* 


Giovanni Bindotti must 
give on 8th March s.4 d. 
4 per Giovanni Vanuzzi, 
to whom credited on folio 18 .............. £0.4.4 


Giovanni Bindotti must 

have on the 8th March 

£19.11.11 by Borromei 

of London, to them fol. 4 ............... £19.11.11 


‘From a monograph “Archivo Storico Lom- 
bardo,’ Giornale della Societa Storica Lombarda 
by Dr. Gerolamo Biscaro, Milan, 1918, eetey P. 
Kats in “Double Entry in England before Hugh 
Oldcastle,” The Accountant (London), January 16, 
1926. Also see an article by B. Penndorf in Tue 
Accountine Review, September, 1980. 


This entry is from the account books them- 
selves and is in the bilateral form as shown 
above; Roman numerals were used. 


Ledger Entry 2 (1494) 


From the only example of ledger entries 
given by Paciolo in the first printed work 
on bookkeeping 

Francesco, son of Antonio 

Cavalcanti, shall give, on 

Nov. 12, 1498, £20, 84, d2 

which he promised to pay 

to us at our pleasure for 

Ludovico, son of Pietro 

Forestani, page 2: ............. amen £20, 24, d2. 


Francesco, son of Antonio 

Cavalcanti shall have, on 

Nov. 14, 1493, for £62, 213, 

46, which he brought him- 

self in cash; posted cash 

shall give at page 2 £62, #18, dé. 


This entry is Paciolo’s illustration of the 
practices current in his time in Venice. 
While it does not purport to be copied 
directly from any actual book of account, 
yet one may easily feel satisfied that 
Paciolo is authoritative. 


Ledger Entry 3 (1522) 

Two items from the ledger (1519-1527) 
of Thos. Howells, a dyer of cloth in 
London :* 

(a) 
John de Lassys and John de Rowso of Muros in 


Galicia ought to give acc’t of Broadcloth 
shipped in S’t Maria de Rodys ....... £74, 08, Od. 


(b) 
R. Donnington ought to have in barbing of a short 
Plonket that Th. Petter delivered you ........ 8d. 


*“Ancient Double Entry Bookkeeping” by John 
B. Geijsbeek, Denver, Colorado, 1914, wherein the 
original book is photographically reproduced and 
translated. 

*Quoted in “The History of the Worshipful 
Company of Drapers of London,” by Rev. A. H. 
Johnson, Vol. un, p. 253. 
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These old entries call for several ob- 
servations. In the first place it will be noted 
that each entry expresses a complete 
thought. Very likely the wording is much 
as if the thought had been spoken; it 
probably would have been easily under- 
stood by anyone who heard it so phrased. 

Perhaps the completeness of the thought 
expressed will be clearer if the old entries 
are rendered more freely than the literal 
translations given above, and if they are 
slightly modernized. The entries are re- 
stated below. 


The 1,486 Entries Restated 
B. “must give” $4 to us 
(as proprietors or agents) 
because on March 8 he 
assumed the burden of V’s 


B. “must have” back from 

us (as proprietors or agents) 

the $19 deposited with us 


The 1,494 Entries Restated 
F. “shall give” $20 to us 
because on Nov. 12 he prom- 
ised us he would pay on 
demand the debt which L. 


F. “shall have” back from 
us the $62 he deposited 
$62. 


The 1,522 Entries Restated 
L. and R. “ought to give” 
me an accounting in money 
or in goods for the broad- 
cloth shipped in their care 


D. “ought to have” $.50 
from me for fuller’s 


In addition to being framed here in com- 
plete sentences, all of the entries, it will be 
observed, contain certain “words of ac- 
countability,” that is to say, words which 
apparently were regarded as just as indis- 
pensable in making an accounting entry 
out of an otherwise straightforward sen- 
tence, as in modern times the words of 
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negotiability (i.c., “or order”) are re 
garded as indispensable in a bill of ex- 
change. The words of technical significance 
in the above entries are outlined below. 


For Debits: For Credits: 


Entry 1—must give must have 
Entry 2—shall give shall have 
Entry 3—ought to give ought to have 


These phrases all express ihe same basic 
idea; the differences are only variations in 
emphasis. Clearly the idea of “give” (i.e, 
return to the proprietor or agent) was 
directly associated with debits, and “have” 
(i.e., receive from the proprietor or agent) 
with credits. The debit side of a bilateral 
account was the “give” side and the credit 
side was the “have” side.* 

Thus it appears that the early ledger 
entries were fairly complete sentences ex- 
pressing complete ideas. They were, in fact, 
memoranda of what the writer wanted to 
avoid forgetting and probably were cast 
into the forms of expression of ordinary 
speech. What we find written in the old 
books gives us, therefore, some idea of how 
fifteenth century merchants thought their 
transactions through for recording pur- 
poses. The forms used were probably 
modeled on similar practices in much earlier 
use. The point of view was always personal 
as is evidenced by the personal pronouns 
expressed or clearly implied in the entries. 
The medieval merchant, for the most part, 


‘It is interesting to note that this basic con- 
cept is preserved in the designations, undoubtedly 
based on the Latin, given to the two sides of an 
account in Italian, French, and German. 

Latin Italian 


Debent dare | Debent habere Dare | Avere 


French German 
Doit | Avoir Soll | Haben 


Each term used for debit and credit either is, 
literally “give” and “have” or can be traced to 
these verbs. Note also that the “rule of thumb” 
for analyzing debits and credits which was so much 
used by later writers is not unrelated to these 
technical terms. The rule was in two parts: (1) 
“Debit what is received,” that is to say: what I now 
receive I must give back; (2) “Credit what is 
given,” that is to say: what I now give I must have 
returned to me. 
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conducted his business upon an individual 
proprietorship basis (or simple partner- 
ship) and not infrequently mixed such 
purely personal affairs as household ex- 
penses and legacies with his business 
records of goods. 

From the wording of the entries it is also 
to be observed that the records were stated 
in the future tense. “Must give,” “shall 
have,” “ought to give” are phrases which 
look to the future. This sense of futurity is 
brought out more clearly in the entries as 
restated. 

The old ledger entries, then, contain 
these three characteristics: 

1. The entries are complete sentences 
expressing complete ideas. 

2. The entries are written from the point 
of view of the proprietor or agent in ques- 
tion, i.e., his accounts with ‘others. 

3. The entries were definitely stated as 
memoranda of expected future occurrences, 
not of present happenings. 

How would these ideas of framing ledger 
entries be stated in a general rule We do 
not know; none of the early writers tried 
to reduce the process to a general rule. 
The nearest they got to it was to have 
rules for specific accounts such as: “Goods 
Account is debited for Purchases.” Since 
they stated no general rules we may frame 
some for ourselves. The following hypo- 
thetical rules are offered in the attempt to 
reduce to simple concise statements the 
ideas of transaction analysis which seem to 
have been at the basis of the formulation 
of double entry bookkeeping: 


(a) A sum is to be entered in the record 
as “shall give,” if the person involved is ob- 
liged to return to me at a later date an equiva- 
lent for what he has just now received from 
me, 

(b) A sum is to be entered in the record 
as “shall have,” if the person involved is en- 
titled to receive from me at a later date an 
equivalent of what he has just now given me.° 


_*Compare with the following German explana- 
tion of the technical terms Debit and Credit: 
“Der Emfianger eines Wertes wurde als Schuld- 
her, der einen Gleichwert geben soll, mit ‘Soll, der 
Geber eines Wertes hingegen als Gliubiger, der 
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These statements of principle may be 
abbreviated somewhat as follows: 


(a) X shall later give what he now receives 


—(i.e., Dr. X.). 


(b) Y shall later receive what he now gives 
—(ie., Cr. Y.). 


However lacking in definite historical 
proof the hypothesis may be which at- 
tributes the early development of personal 
accounts to medieval bankers, the fact re- 
mains that the characteristic form of the 
ledger record was well established at an 
early date and before there was any evi- 
dence of any records beyond personal ac- 
counts. Just how that record was first ex- 
panded to include impersonal accounts is 
unknown. But it seems not improbable that 
the impulse came from traders rather than 
bankers, although the two occupations 
merged into each other much more then 
than now. It seems quite reasonable to ex- 
pect that when the use of ledger accounts 
was extended into trade, the incompleteness 
of the record would become much more ap- 
parent, for here was a variety of goods to 
be kept track of and accounts were neces- 
sary for the partners’ investments as well 
as ordinary accounts with persons. 

But with the new accounts in use there 
was an additional difference beyond the 
mere increase in number of accounts. 
Whereas the banker, keeping only accounts 
with persons, made double entries only when 
transferring one person’s debt to another 
(simple loans made or deposits received 
requiring only a single entry each in a per- 
sonal account), the trader, with impersonal 
accounts also in his scheme of records, must 
record all transactions in double, for other- 
wise some of the accounts in his ledger 
would not receive a record of all of the 
transactions which affected them. 

The relation of the proprietor to the 
scheme of accounts was new and it compli- 
cated the analysis of transactions beyond 
the simple logic of memorandum-making 


einen Gleichwert zu empfangen hat, mit ‘Hat,’ 
Besw. ‘Haben,’ bezeichnet.”—Stern, “Buchhaltungs- 
lexikon,” 3d Ed. (1927), p. 246. 
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which was implied in the wording of the 
old ledger accounts. It was difficult to con- 
sider accounts abstractly ; all of them were 
viewed in the same light as if they were 
personal accounts, that is, as records which 
showed what shall be given back or received 
back by the original party to the trans- 
action recorded. In simple deposit or loan 
accounts this was easy enough: X shall give 
back to Proprietor (who has just made X 
a loan). When cash and goods accounts 
were introduced, the same reasoning ap- 
plied. For goods bought from Z on credit, 
they reasoned: Goods shall give to Pro- 
prietor (who now places the responsibility 
upon that account), Z shall have or receive 
from Proprietor (what Z now places in his 
hands). 

In trying to frame a memorandum in 
terms of shall give and shall have in order 
to record the above transaction, the trader 
would have to decide who “shall give” and 
to whom, also who “shall have” and from 
whom. The trader’s own goods account, it 
would appear, could no more have a re- 
sponsibility direct to an outsider (as Z) 
than B, a borrower of money from A, could 
have a responsibility direct to a depositor, 
D, who lodged the money with A. In a 
similar way, Z could not be conceived as 
entitled “to have” from any one other than 
the proprietor to whom he had given the 
goods; Z could not pass the proprietor 
and reach the goods themselves or the per- 
son who now had them. One debt was from 
Proprietor to Z; and the other debt was 
from Goods Account to the Proprictor. 
Thus it would have been impossible in those 
days to reason out a two-sided ledger entry 
(as we would today) which would debit 
Goods and directly credit Z who supplied 
them on time, since there was no privity 
between these two. The reasoning of the 
time produced a four-element expression of 
the transaction; ours produces a two-ele- 
ment form. Their analysis, however, reaches 
the same conclusions as ours in regard to 
the accounts involved when and if the con- 
trasting “Proprietorship” items are can- 
celled against each other. 
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This is theory which is not stated in the 
early bookkeeping texts; in a sense it is 
“deduced” theory, for the early writers did 
not explain the logic behind their trans. 
action analysis. They did, however, men- 
tion certain bits of technique which by 
themselves are quite mysterious but which 
fit in marvelously well with some such 
scheme of transaction analysis as the above, 
Two of these matters will be mentioned. 

The old practice (Paciolo, 1494; Man- 
zoni, 1584) was to separate the debit and 
credit elements of the journal entry by two 
symbolic marks, such as 3 or / /. These, 
it is concluded, may represent the omis- 
sion of the two proprietor items which were 
needed in reasoning out a transaction but 
which were useless in the written record. 
Apparently the mental process of trans- 
action analysis was expected to be com- 
municated by the teacher rather than by 
the text, for the texts did not explain these 
symbolic marks. It is possible that book- 
keeping by that time had already become 
so “formalized” in the hands of its practi- 
tioners as to include technical methods to 
be carefully followed by novices in spite 
of a lack of clear understanding. 

The other item in the old books which 
shows, when the key is found, that the 
writers had a reasoning theory of trans- 
action analysis is from Manzoni (1534), 
who writes that the four principal things 
pertaining to buying, selling, receiving, 
paying, exchanging, loaning, and gifts are: 

1. The one who gives 

2. The one who receives 

3. The thing given 

4. The thing received® 


The application of this classification to 
the above transaction where goods are 


*Jehan Ympyn (1547) stated the matter thus: 

“And to enter to the first part you must con- 
sider that in all accounts there are two special 
parts, as a debtor that owes and a creditor that 
lends. These things considered, then follow also 
two other points, which are the sum of money 
that is owing and the cause and reason why it is 
ought (owed?). These specially remembered, you 
may then by this exemplar easily draw out 
enter all your reckonings.” (Reproduction by P. 
Kats in The Accountant, August 20, 1927, p. 264) 
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bought on credit from Z would give the 

following : 

Item 1, one who gives = Z (who gives goods to 
the proprietor) 

Item 2, one who receives = Proprietor (who re- 
ceives goods from Z) 

Item 3, thing given — Proprietor’s (promise to 
pay Z) 

Item 4, thing received — Goods (brought to busi- 
ness by Z) 


This classification placed in a hypo- 
thetical journal entry of the early form 
would be: 

(a) “Goods” shall give to Proprietor (what Propri- 

(= item 4) (= item 2) etor intrusted 

to the goods 
account) 
(b) from Proprietor, Z shall have 
(= item 3) (= item 1) 
(what the latter 
gave for Propri- 
etor’s promise) 


Somewhat modernized the entry be- 
comes : 
(a) G owes (P) 
(b) (P) owes Z 


After cancelling the opposing and unneces- 
sary “proprietor items,” the transaction 
finally assumes the rather modern techni- 
cal form of journal entry: 

Goods owes Z 
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In fifteenth century terminology it would 
read: 


by Goods // to Z 


In strictly modern form where the posi- 
tion of the words relative to each other and 
a double column for figures are the tech- 
nical devices for indicating debit and credit 
items in an entry, the transaction would 


The above hypothesis may not succeed in 
showing what the actual reasoning process 
was, but it may help us to see that the in- 
completeness of the textual explanations of 
the early writers did not conceal the possi- 
bilities which existed even at that early date 
of a real reasoning process being involved 
in double entry bookkeeping. 


7 For a somewhat less detailed discussion of the 
significance of the parallel lines in the old journal 
entries and of the meaning of the “four principal 
things” mentioned by Manzoni, see Hardcastle, 4c- 
counting for Emecutors, (1908) lecture 1; and 
Geijsbeek, Ancient Double Entry Bookkeeping, 
(1914), pp. 15, 85. 

In the present analysis the attempt has been 
made to associate the fourfold classification of the 
elements of a transaction with the system of trans- 
action analysis herein previously developed from 
the technical ledger terms “shall give” and “shall 
have.” 
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ACCOUNTING AND THE COURTS 
L. L. Brices 


wine to the comparative youth of 
() the accounting profession, court 
decisions affecting its members are 
few and scattering. However, the impor- 
tance of these adjudications to the profes- 
sion is in inverse proportion to their num- 
ber. An attempt is made in this article to 
state the significant parts of the American 
and English cases which have been decided 
during the past half century. 

Since accounting has attained the dig- 
nity of a profession, its members are sub- 
ject to the same rules in their practice as 
are the members of other skilled profes- 
sions. These rules have been stated in 
Cooley on Torts (2d ed.), page 277, in 
these words: 


Every man who offers his services to another, 
and is employed, assumes the duty to exer- 
cise in the employment such skill as he pos- 
sesses with reasonable care and diligence. In 
all those employments where peculiar skill is 
requisite, if one offers his services, he is under- 
stood as holding himself out to the public as 
possessing the degree of skill commonly pos- 
sessed by others in the same employment, and, 
if his pretensions are unfounded, he commits 
a species of fraud upon every man who em- 
ploys him in reliance on his public profession. 
But no man, whether skilled or unskilled, un- 
dertakes that the task he assumes shall be 
performed successfully and without fault or 
error. He undertakes for good faith and in- 
tegrity, but not infallibility, and he is liable 
to his employer for negligence, bad faith, or 
dishonesty, but not for losses consequent 
upon mere errors of judgment. 


According to Sir Ernest Pollock: 


Whoever takes on himself to exercise a craft 
holds himself out as possessing at least the 
common skill of that craft and is answerable 
accordingly. If he fails, it is no excuse that 
he did the best he, being unskilled, actually 
could. 

Therefore, when an account accepts an en- 
gagement, the client has a right to expect 


that in the performance of his duties the 
accountant will exercise the average ability 
and skill of those engaged in his profession. 
His work is of such technical character and 
requires such peculiar skill that an ordi- 
nary person cannot be expected to know 
whether the duties are performed properly 
or otherwise, but must rely upon the in- 
tegrity and ability of the accountant as to 
the thoroughness and accuracy of the serv- 
ices rendered. 

First, let us see what the courts have 
said in regard to the duties of accountants. 
According to Lord Justice Lindley in 
In re London and General Bank, No. 2 
(1895) 2 Ch. 673: 


His duty is to ascertain and state the true 
financial position of the company at the time 
of the audit, and his duty is confined to 
that. . . . How is he to ascertain that posi- 
tion? The answer is, By examining the, bvoks 
of the company. But he does no discharge his 
duty by doing this without inquiry and with- 
out taking any trouble to see that the books 
themselves shew the company’s true position. 
He must take reasonable care to ascertain 
that they do so. Unless he does this, his audit 
would be worse than an idle farce. Assuming 
the books to be so kept as to shew the true 
position of a company, the auditor has to 
frame a balance sheet shewing that position 
according to the books and to certify that 
the balance sheet presented is correct in that 
sense. But his first duty is to examine the 
books, not merely for the purpose of ascer- 
taining what they do shew, but also for the 
purpose of satisfying themselves that they 
shew the true financial position of the com 
pany.... 


Further along in the case, the Lord Justice 
said: 

Such I take to be the duty of the auditor; 
he must be honest, i.e., he must not certify 
what he does not believe to be true, and he 
must take reasonable care and skill before he 
believes what he certifies is true. What is 
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reasonable care in any particular case must 
depend upon the circumstances of that case. 
Where there is nothing to excite suspicion, 
very little inquiry will be reasonably sufficient, 
and in practice I believe business men select 
a few cases at haphazard, see that they are 
right, and assume that others like them are 
correct also. Where suspicion is aroused, more 
care is obviously necessary ; but, still an audi- 
tor is not bound to exercise more than reason- 
able care and skill, even in cases of suspicion, 
and he is perfectly justified in acting on the 
opinion of an expert where special knowl- 
edge is required. . . . It is satisfactory to find 
that the legal standard of duty is not too high 
for business purposes, and is recognized as 
correct by business men. 


The opinion of Chief Justice Lord Russell 
cf Killoween as set forth in Thomas v. 
The Corporation of Devenport (1900) 
L.R. 1 Q.B. 16 follows: 


... I do not subscribe to the doctrine that 
his sole duty is to see whether there are 
vouchers, apparently formal and regular, jus- 
tifying each of the items in respect of--which 
the authority seeks to get credit upon the ac- 
couht: not before the auditors for audit. I 
think that is an incomplete and imperfect view 
of the duties of the auditors. I think an audi- 
tor is not only entitled, but justified and 
bound to go further than that, and by fair 
and reasonable examination of the vouchers 
to see that there are not amongst the pay- 
ments so made payments which are not au- 
thorized by the duty of the authority, or con- 
trary to the duty of authority, or in any other 
way illegal or improper. If he discovers that 
any improper or illegal payments appear to 
have been made, his duty will certainly be to 
make it public by report to the authority it- 
self, and the burgesses who create that au- 
thority. 


Lord Justice Lopes, in In re Kingston Mill, 
No. 2 (1896) L.R. 2 Ch. D. 279, said: 


... It is the duty of an auditor to bring to 
bear on the work he has to perform that skill, 
care and caution which a reasonably compe- 
tent, careful and cautious auditor would use. 

at is reasonable skill, care, and caution 
must depend on the particular circumstances 
of each case. . . . If there is anything calcu- 
lated to excite suspicion he should probe it 
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to the bottom; but in the absence of anything 
of that kind he is only bound to be reasonably 
cautious and careful. 


Justice Stirling, in Leeds Estate Build- 
ing and Investment Company v. Shepherd, 
(887) 36 Ch. D. 787, held that the duty of 
an auditor goes beyond verifying arith- 
metical accuracy of the balance sheet. He 
must inquire into its substantial accuracy 
and ascertain that it contains the particu- 
lars required by the articles of association 
and is properly drawn us so as to give a 
correct representation of the condition of 
the company’s affairs. 

In Fox and Son v. Morrish, Grant and 
Company, 35 T.L.R. 126, the court held 
that where an accountant is engaged to 
check accounting records, and there is no 
arrangement that he need not verify the 
correctness of the cash and bank balances, 
he commits a breach of duty if he checks 
the books without such verification and 
neglects to notify his client of the omis- 
sion. 

In respect to knowledge of the charter or 
articles of incorporation of the company 
being audited, Lord Justice Lindley, in In 
re Kingston Mill, No. 2 (1896) L.R. 2 
Ch. D. 279, said: 


. . . Auditors are, however, in my opinion 
bound to see what exceptional duties, if any, 
are cast upon them by the articles of the com- 
pany whose accounts they are called upon 
to audit. Ignorance of the articles and excep- 
tional duties imposed by them would not af- 
ford any legal justification for not observing 
them... 


Although there has been considerable 

written on the subject of the accountant’s 
responsibility in regard to inventories, the 
writer has been unable to find an American 
case on the point. However, there are 
several English decisions in which the point 
is considered. In Squire Cash Chemist v. 
Ball, 106 L.T. 197, Cozens-Hardy, Master 
of the Rolls, said: 
Although it is not the duty of accountants to 
take stock in auditing the accounts of a busi- 
ness, they may well call for explanation of 
particular items in the stock sheet. 


com- 
stice 
ditor; 
ertify 
nd he 
re he 
at is 


186 


According to Lord Justice Lopes in In re 
Kingston Mill, No. 2 (1896) L.R. 2 Ch. 
D. 279: 


It is not the duty of an auditor to take stock ; 
he is not a stock expert; there are many mat- 
ters in respect to which he must rely upon 
the honesty and accuracy of others... 


Justice Vaughn Williams, in In re Kings- 
ton Cotton Mill, No. 2 (1896) L.R. 1 
Ch. D. 881, said: 


. .. but with regard to the stock-in-trade .. . 
they certainly were not entitled to rely upon 
the manager’s certificate if an ordinary care- 
ful examination of the books ought to have 
made them suspect that statement. Now, it is 
plain to me that if the auditors had added to 
the stock-in-trade at the beginning of any year 
the purchases of raw material in that year, 
and deducted therefrom the sales, they must 
have seen that the statement of the stock-in- 
trade at the end of the year was so remark- 
able as to call for explanation, and they called 
for none. It is said that it is no part of the 
duty of an auditor to take stock. I agree it is 
not, but when it is said that it is no part of 
his duty to test the accuracy of the manag- 
er’s certificate by a comparison of the figures 
in the books that require auditing, I cannot 
agree.... 


The court held the auditors responsible for 
preference dividends paid because they ac- 
cepted without investigation a grossly 
overstated inventory figure prepared by 
a trusted manager and placed it upon the 
balance sheet and profit and loss statement, 
thereby deceiving the directors as to net 
worth and the profits for the year. This 
decision was reversed by Lord Justice Lind- 
ley, in In re Kingston Cotton Mill, No. 2 
(1896) L.R. 2 Ch. D. 279 on the ground 
that the auditors were not wanting in rea- 
sonable care in not verifying the manager’s 
returns. The court said: 


.. . there was nothing on the face of the ac- 
counts to excite suspicion, and I cannot see 
how, in the circumstances of the case, it can 
be successfully contended that the auditors 
are wanting in skill, care, or caution in not 
taking Jackson’s figures. 
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In Squire Cash Chemist v. Ball, 27 
T.L.R. 269, the court held that an audi- 
tor who is appointed to investigate the 
condition of a business is under obligation 
to make a reasonable and proper investiga- 
tion of the accounts and stock sheets, and 
if anything appeared which would cause a 
reasonably prudent man to think some- 
thing was wrong, he must call his em- 
ployer’s attention to the fact. The auditor 
is entitled to rely upon documents vouched 
by servants of the business, unless he has 
reason to believe such servants to be dis- 
honest. 

The responsibility of accountants for 
failure to detect defalcation or falsification 
of the records by employees is a point 
which has been considered by several 
courts. In City of East Grand Forks vy. 
Steele, 121 Minn. 296 (1913), the de- 
fendants, representing themselves as expert 
accountants, in February, 1909, examined 
the books of East Grand Forks for the 
year 1908 with special attention to the 
records of the city clerk who collected vari- 
ous fees. They were paid $150 for this 
audit. In December, 1909, the defendants 
contracted to make a similar investigation 
and audit for the years 1908 and 1909 for 
$500. They carried out the contract and 
reported everything to be in satisfactory 
condition and that all funds were accounted 
for. Later, the state examiner discovered 
that the city clerk had embezzled $1,984.26 
in 1908, and $5,839 in 1909 before the in- 
vestigation was started. The surety com- 
pany which bonded the clerk was insolvent 
so there was no opportunity for the city 
to recover its loss from that concern. The 
city of East Grand Forks instituted a suit 
against the accountants to recover the 
amounts defalcated and the fees paid on 
the ground that the defendants failed to 
discover the irregularities on account of in- 
competence and negligence. In his decision, 
Chancellor Taylor said: 


The damages claimed on account of the losses 
resulting from the defalcations of the clerk 
and the insolvency of his surety are too re- 
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mote to be recovered, without showing the 
existence of special circumstances, known to 
defendants from which they ought to have 
known that such losses were likely to result 
from a failure to disclose the true condition 
of affairs. Such losses are neither the natural 
nor the proximate consequences of the failure 
of defendants to make a proper audit. Neither 
are there any facts shown from which it may 
be inferred that a loss from either of these 
causes was or ought to have been contem- 
plated, when the contract was made, as likely 
to result from a breach of duty on the parts 
of the defendants. 


The court held, however, that if the plain- 
tiff could prove that through the incom- 
petence or negligence of the defendants the 
report was in substance misleading and 
false, it could recover the $650 paid to the 
defendants in fees. The court reasoned as 
follows : 


...1f, from the want of proper skill, or from 
negligence, they did not disclose the true 
situation, they failed to perform the duty 
which they had assumed, and failed to earn 
the compensation which plaintiff had agreed 
to pay them for the proper performance of 
such duties. 


Chancellor Taylor continued with these 
words : 


..+ There may be circumstances under which 
the negligence of an expert accountant may 
make him liable for losses, as where he is 
employed to determine the amount that should 
be exacted from a surety for the default of 
his principal; but the facts alleged in the 
complaint do not bring this case within any 
such rule. 


In Craig v. Anyon, 208 N.Y.S. 259 
(1925), stockholders who had suffered a 
large loss through fraud of an employee in 
making unauthorized payments which were 
concealed by falsification of the books, at- 
tempted to recover the loss from the audi- 
tors employed on the ground that it was 
through the negligence of suck auditors 
that the loss was not discovered. The court 
held that the loss was not entirely a result 
of negligence of the auditors but was 
mainly due to trusting an employee too 
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much. The plaintiffs were awarded $2,000, 
which was the amount of the fee paid. This 
decision was affirmed by the Supreme Court 
of New York in 242 N.Y. 569 (1926). 

In Smith v. London Assurance Cor- 
poration, 96 N.Y.S. 820 (1905), the court 
held that public accountants who were em- 
ployed on an express agreement frequently 
to check a company’s cash account in one 
branch of its business, and verify items 
thereon, were liable for sums embezzled by 
an agent of the company, because of their 
wilful and negligent failure to perform 
their undertaking. 

Lord Justice Farwell, in Cuff v. London 
and County Land and Building Company, 
Ltd., (1912) 1 Ch. 440, held that a com- 
pany which had lost money through de- 
falcation conduced by negligence of audi- 
tors in performing their duties could refuse 
auditors access to the books and discharge 
them. 

In Mead v. Ball, (1911) 106 L.T.N.S. 
197, the court held that an accountant 
employed by the plaintiff to investigate the 
financial condition of a certain business 
was not liable for losses of the plaintiff 
which resulted from an additional invest- 
ment in the business because it was not 
proved that the negligence of the account- 
ant had caused the damage. 

Next, let us consider the responsibility 
of accountants for false reports to stock- 
holders and directors. In In re London and 
General Bank, No. 2 (1895) 2 Ch. 678, 
an auditor presented a confidential report 
to the directors calling their attention to 
the insufficiency of the securities in which 
the capital of the company was invested, 
and the difficulty of realizing them, but in 
his report to the shareholders he merely 
stated that the value of the assets was de- 
pendent on realization. As a result of this 
action the stockholders were deceived as 
to the condition of the corporation, and a 
dividend was declared out of capital. The 
court held that the auditor was guilty of 
misfeasance and was liable to make good 
the amount of the dividend paid. 

In the earlier case, Leeds Estate, Build- 
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ing and Investment Company v. Shepherd, 
(1887) 36 Ch. D. 787, the balance sheets 
on which illegal dividends had been paid 
were prepared by the manager. The assets 
were overestimated. The auditor did not 
examine the articles of association but ac- 
cepted the statements of the manager and 
certified the accounts from time to time. 
Justice Stirling held that as the improper 
payments by the directors were the natural 
and immediate consequence of the breach 
of duty on the part of the manager and 
the auditor, they were liable in damages to 
the amounts so paid. The auditor, how- 
ever, was able to evade liability by pleading 
the Statute of Limitations. 

What is the liability of an accountant 
who audits the books of a company for a 
prospective investor who loses money as a 
result of depending upon a false statement 
resulting from the negligence of the ac- 
countant? (This point was before the court 
in Squire Cash Chemist v. Ball, 27 T.L.R. 
269.) The court held that the plaintiff 
failed to show that the alleged negligence of 
the accountant had induced him to invest 
in the business and had thus caused the loss 
which was sustained. 

In In re Republic of Bolivia, (1914) 
L.R.1. Ch.D. 189, the court held that if 
the balance sheet which the accountants 
have audited does not show the true finan- 
cial condition of the company and the com- 
pany thereby suffers damage, the burden is 
upon the auditors to show that such dam- 
age is not the result of any breach of duty 
on their part. However, adequate warning 
in the audited accounts as to the wrongful 
payments appearing in such accounts, 
bringing the wrongful payments to the at- 
tention of the company, will free the audi- 
tors from further liability. 

The question of an accountant’s liability 
to third parties who lose by depending 
upon a false report resulting from negli- 
gence of such accountant is one of vital in- 
terest to the profession. In Le Lievre v. 
Gould, (1893) 1 Q.B. 491, Lord Esher, 
Master of the Rolls, said: 
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A man is entitled to be as negligent as he 
pleases towards the whole world if he owes no 
duty to them. 

In Landell v. Lybrand, 264 Pa. 406 
(1919), public accountants were employed 
by a corporation to audit its books. The 
plaintiff, Landell, bought eleven shares of 
stock in the corporation on the basis of the 
report prepared by the accountants. This 
report had been shown to Landell by one 
who suggested that he purchase the shares. 
Landell claimed the report to be untrue, 
and, having relied upon it and lost con- 
siderable money, he claimed damages. The 
court said: 

There were no contractual relations between 
plaintiff and defendants, and, if there is any 
liability from them to him, it must arise out 
of some breach of duty, for there is no aver- 
ment that they made the report with intent 
to deceive him. The averment in the state- 
ment of claim is that the defendants were 
careless and negligent in making their report; 
but the plaintiff was a stranger to them and 
to it, and, as no duty rested upon them to him, 
they cannot be guilty of any negligence of 
which he can complain. . . . 


The leading case in respect to the liabil- 
ity of accountants to third parties is Ul- 
tramares Corporation v. Touche, Niven 
and Company, 255 N.Y. 170 (1981). In 
February, 1924, Touche, Niven and Co., a 
firm of public accountants, for the fourth 
successive year, audited the books of Fred 
Stern and Co., Inc., of New York, a rubber 
importer and dealer. The certified balance 
sheet showed a net worth of more than a 
million dollars. Ultramares Corporation 
loaned Fred Stern and Co., Inc., various 
amounts on the basis of this statement. In 
December, 1924, the rubber company went 
bankrupt, owing Ultramares Corporation 
a large sum. The latter company, in No- 
vember, 1926, brought action against 
Touche, Niven and Company for the 
amount of their loss on the charge of negli- 
gence. At the trial, a second charge assert- 
ing fraud was added but the court dismissed 
this without submitting it to the jury. 
Facts brought out at the trial showed that 
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accounts receivable had been overstated 
about $700,000 by an employee of the 
Stern organization and that this overstate- 
ment was not detected by the accountants 
because no verification of the accounts was 
made; that errors of about $300,000 had 
been discovered in the inventories; that the 
same accounts had been pledged to two, 
three, and four banks at the same time; and 
that there was ground for suspicion of the 
accounts payable. It was evident that the 
company was insolvent when Touche, Niven 
and Company certified the statements. The 
jury gave a verdict in favor of the plain- 
tiff for $187,576.82. The appellate division 
affirmed the dismissal of action for fraud 
but reversed the cause of action for negli- 
gence. The Court of Appeals reversed both 
findings of the appelate division by sustain- 
ing the trial court in respect to negligence 
and ordering a new trial on the charge of 
fraud. In his opinion, Chief Justice Car- 
dozo said: 


The defendants owed to their employer a duty 
imposed by law to make their certificate with- 
out fraud, and a duty growing out of con- 
tract to make it with the care and caution 
proper to their calling. Fraud includes the 
pretense of knowledge when knowledge there 
is none. To creditors and investors to whom 
the employer exhibited the certificate, the 
defendants owed a like duty to make it with- 
out fraud, since there was notice in the cir- 
cumstances of it, making that the employer 
did not intend to keep it himself. . .. A dif- 
ferent question develops when we ask whether 
they owed a duty to these to make it with- 
out negligence. If liability for negligence 
exists, a thoughtless slip or blunder, the fail- 
ure to detect a theft or forgery beneath the 
cover of deceptive entries, may expose ac- 
countants to liability in an indeterminate 
amount for an indeterminate time as to an 
indeterminate class. The hazards of a business 
conducted on these terms are so extreme as to 
enkindle doubt whether a flaw may not exist 
in the implication of a duty that exposes to 
these circumstances. .. . 


In regard to representing a fact true to 
the knowledge of the auditors, the court 
maintained that: 
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. .. If such statement was made, whether be- 
lieved to be true or not, the defendants are 
liable for deceit in the event that it was false. 


The court added: 


... A representation, even though knowingly 
false, does not constitute ground for an action 
of deceit unless made with the intent to be 
communicated to the person or class of per- 
sons who act upon to their prejudice. ... 


After stating that liability for negligence, 
if adjudged in this case, would extend to 
many professions other than accounting, 
the court quoted from Moch Co. v. Renn- 
selaer Water Co., 247 N.Y. 160, as follows: 


Everyone making a promise having the qual- 
ity of a contract will be under a duty to the 
promisee by virtue of the promise, but under 
another duty apart from contract, to an in- 
definite number of potential beneficiaries when 
performance has begun. The assumption of 
one relation will mean the involuntary as- 
sumption of new relations inescapably hooked 
together. 


The court continued: 


Our holding does not emancipate accountants 
from the consequences of fraud. It does not 
relieve them if their audit has been so negli- 
gent as to justify a finding that they had 
no genuine belief in its adequacy, for this 
again is fraud. It does no more than to say 
that if less than this is proved, if there has 
been neither reckless misstatement nor insin- 
cere profession of an opinion, but only honest 
blunder, the ensuing liability for negligence 
is one that is bounded by the contract, and 
is to be enforced between the parties by whom 
the contract has been made. We doubt whether 
the average business man receiving a certifi- 
cate without paying for it and receiving it 
merely as one among a multitude of possible 
investors, would look for anything more. 


The defendants attempted to excuse omis- 
sion of inspecting fictitious invoices by in- 
voking practice known as testing and 
sampling. They claimed to have examined 
about 200 invoices but none of the fictitious 
ones was among them. In discussing this 
practice, Chief Justice Cardozo said: 

.. . Verification by test and sample was very 
likely an efficient audit as to accounts regu- 


as he 
es no 
406 
loyed 
The 
es of 
»f the 
This 
y one 
ares, 
true, 
con- 
The 
ween 
any 
e out 
aver- 
ntent 
state- 
were 
port; 
1 and 
him, 
e of 
abil- 
Ul- 
liven 
). In 
0., a 
urth 
Fred 
bber 
ance 
an a 
tion 
ious 
.In 
went 
tion 
No- 
Linst 
the 
egli- 
sert- 
ssed 
ury. 
hat 


190 


larly entered upon the books in the usual 
course of business. It was plainly insufficient, 
however, as to accounts not entered upon the 
books where inspection of the invoices was 
necessary, not as a check upon accounts fair 
upon their face, but in order to ascertain 
whether there were any accounts at all. If 
the only invoices inspected were invoices un- 
related to the interpolated entry, the result 
was to certify a correspondence between the 
books and the balance-sheet without any ef- 
fort by the auditors, as to $706,000 of ac- 
counts, to ascertain whether the certified 
agreement was in accordance with the truth. 
How far books of account fair upon their face 
are to be probed by accountants in an effort 
to ascertain whether the transactions back of 
them are in accordance with the entries, in- 
volves to some extent the exercise of judgment 
and discretion. Not so, however, the inquiry 
whether the entries certified as there, are there 
in very truth, there in the form and in the 
place where men of business training would 
expect them to be. The defendants were put 
on their guard, by the circumstances touching 
the December accounts receivable, to scruti- 
nize with special care. A jury might find that 
with suspicions thus awakened, they closed 
their eyes to the obvious, and blindly gave as- 
sent. 


In respect to the liability of the accounting 
firm for the acts of subordinates, the court 
said: 


Whatever wrong was committed by the de- 
fendants was not their personal act or omis- 
sion, but that of their subordinates. This does 
not relieve them, however, of liability to an- 
swer in damages for the consequences of the 
wrong, if wrong there shall be found to be. . . . 


The court summarized as follows: 


We conclude, to sum up the situation, that 
in certifying to the correspondence between 
balance-sheet and accounts that the defend- 
ants made a statement as true to their own 
knowledge, when they had, as a jury might 
find, no knowledge on the subject. If that is 
so, they may also be found to have acted with- 
out information leading to a sincere or genu- 
ine belief when they certified to an opinion 
that the balance-sheet faithfully reflected the 
. . . business. 
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In the opinion of the writer, this decision 
is authority for the rule that accountants 
are not responsible for negligence to third 
parties of whom they have no knowl 
when the contract is made with the client, 
but they are responsible where third parties 
are damaged by fraudulent commissions or 
omissions. Without such an attitude on the 
part of the courts the practice of public 
accounting would be an extremely risky un- 
dertaking. 

Weld-Blundell v. Stephens (1920), L. R. 
App. Cas. H. L. 956 is an unusual decision 
involving the responsibility of an account- 
ant. A man employed a chartered account- 
ant to investigate a company in which he 
was interested. In a letter to this account- 
ant, the employer inserted libelous state- 
ments in regard to two officials of the com- 
pany under investigation. The accountant 
handed the letter to a partner who care- 
lessly left it at the office of the company. 
The manager of the concern found the 
letter, read it and communicated the con- 
tents to the two officials about whom the 
statements were made. These men sued the 
employer for libel and recovered damages. 
The employer then sought to recover from 
the accountant the damages and costs paid 
to the officials on the ground of breach of 
implied duty to keep secret the letter of 
instructions. In the lower court, the jury 
gave the employer damages. The case was 
appealed to the House of Lords and that 
body held that the employer’s liability for 
damages did not result from a breach of 
duty on the part of the accountant and the 
latter was ordered to pay nominal damages 
only. 

The law is not unreasonable in its re- 
quirements for accountants. According to 
Lord Justice Lindley, in In re Kingston 
Cotton Mill, No. 2 (1896) L.R. 2c Ch. D. 
279: 


The duties of auditors must not be rendered 
to onerous. Their work is responsible and la- 
borious, and the remuneration moderate. ..- 
Auditors must not be made liable for not 
tracking out ingenious and carefully laid 
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schemes of fraud when there is nothing to 
arouse their suspicion, and when those frauds 
are perpetrated by tried servants of the com- 
pany and undetected for years by the di- 
rectors. So to hold would make the position 
of an auditor intolerable. . . 


In the same decision, Lord Justice Lopes 
said: 

... An auditor is not bound to be a detective, 
as was said, to approach his work with sus- 
picion or with a foregone conclusion that there 
is something wrong. He is a watchdog but not 
a bloodhound. He is justified in believing tried 
servants of the company in whom confidence 
is placed by the company. He is entitled to 
assume that they are honest, and to rely upon 
their representations, provided he takes rea- 
sonable care. .. 


Lord Justice Lindley, in In re London and 
General Bank, No. 2 (1895) 2 Ch. 678, 


said: 


... An auditor, however, is not bound to do 
more than exercise reasonable care and skill 
in making inquiries and investigations. He is 
not an insurer; he does not guarantee that the 
books do correctly shew the true position of 
the company’s affairs; he does not even guar- 
antee that the balance sheet is correct accord- 
ing to the books of the company. If he did, he 


_ would be responsible for error on his part, 


even if he were himself deceived without any 
want of reasonable care on his part, say, by 
the fraudulent concealment of a book from 
him. His obligation is not so onerous as this. 


There is at least one decision in regard 
to the ownership of the worksheets made 
by the accountant in carrying out an audit. 
In Ipswich Mills v. Dillon, 260 Mass. 453 
(1927), the plaintiff sued Dillon, a firm of 
public accountants, to obtain possession of 
worksheets made by the defendants in mak- 
ing an audit of the plaintiff’s mills. Justice 
Carroll reasoned as follows: 


The work sheets, as defined by the trial judge, 
were the defendants’ property. They were 
made by them while engaged in their own 
business. The paper on which the computa- 
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tions were made belonged to them. They were 
not employed to make these sheets. The sheets 
were merely the means by which the work for 
which the defendants were employed might 
be accomplished. The title to the worksheets 
remained in the defendants after the computa- 
tions were made. In the absence of an agree- 
ment that these sheets were to belong to the 
plaintiff, or were to be held for it, they were 
owned by the defendants. .. . 


To recapitulate: Accountants are sub- 
ject to the same laws as are the members of 
the other skilled professions. They under- 
take to perform their duties with the skill 
and ability that an average accountant 
possesses, but they are not responsible for 
errors of judgment if they are reasonably 
cautious and careful. In case of suspicious 
circumstances, their obligations become 
greater. They are expected to know the 
contents of the charter or articles of in- 
corporation in order that they may know 
whether or not the provisions are being 
carried out. Accountants are under no obli- 
gation to take inventories and they may 
accept the figures of employees if there is 
no reason for doubting the honesty of such 
persons. They are usually not responsible 
for the failure to detect defalcations by the 
employees of their client, although the fee 
paid may be recovered if the employer can 
prove incompetence or negligence. In Eng- 
land, auditors have been held liable for 
losses resulting from false statements being 
presented to stockholders and directors of 
a corporation. Accountants are not liable 
for negligence to third parties unknown to 
them at the time of making the engagement 
contract with the client but they are re- 
sponsible where third parties are damaged 
by their fraudulent acts. The courts en- 
deavor to keep the obligations of account- 
ants within reasonable limits. Finally, in 
the absense of an agreement to the con- 
trary, worksheets made by accountants in 
carrying out an audit belong to them and 
not to the client. 
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BUDGETING AND CONTROL OF MACHINERY 
A. P. R. DRUCKER 


© BUDGET machinery raises many 

difficult problems. The first problem 

is to determine the period which the 
budget should cover. In budgeting the sales 
and production of a business, the fiscal 
period, usually a year, is the basis fol- 
lowed. A monthly detailed budget supple- 
ments the annual budget. 

There are several reasons for using the 
year as the basis for budgeting sales. First, 
it is the period covered by the profit and 
loss statement. Second, the year is a com- 
prehensive enough period to include all the 
seasonal changes, and thus the relation be- 
tween seasons may be determined. Third, 
the yearly budget provides a basis by which 
comparisons of similar periods in different 
years, or full years may be fairly made. 

These reasons also hold good for the 
budgeting of production on a yearly basis, 
productivity depending on the same sea- 
sonal fluctuation as do sales. In budgeting 
machinery, however, the fiscal year may 
not be the logical period. There is no re- 
lation between the fiscal year and machin- 
ery production; expenses that are due to 
the use of the machine have nothing to do 
with the yearly period. Even those machine 
expenses that are caused by time are not 
in the least connected with the year. 

Nor is there any equality in the produc- 
tion of the machine from year to year. The 
machine becomes less and less efficient every 
day, every month, and every year. The 
year, however, is no more a stopping point 
for machine production, expenses, or de- 
preciation than is the month, day, or any 
other period. There is no more reason to 
compare the production of a machine by 
years than by months, weeks, or days. 

Of course, if these were the only objec- 
tions to budgeting machinery on a yearly 
basis, it might well be followed, since sales 
quotas and production are estimated on 
this basis, and machinery is an accessory 


to production. A more significant objec- 
tion is that a yearly basis is misleading, 
The expense of each machine during the fis- 
cal period is usually charged to the produc- 
tion of the machine for the same period. 
This practice is not correct, for it distrib 
utes the expenses of the machine equally. 
During its first year (when it is 100 per 
cent efficient) there is little repair or re- 
placement necessary ; maintenance is at its 
lowest cost. Hence the machine expenses 
charged to the product of that year are 
very low. Not so during the last year of the 
machine’s life. Maintenance is more costly, 
repairs and replacement are heavy. Hence 
the operating expenses of the machine now 
charged to the product are very high. This 
year’s product, then, through no fault of 
the production, factory, or management, is 
more costly than that of the previous years, 
due to the method of basing the machine 
budget on the fiscal period of a year. 

If we consider the question of efficiency, 
the fallacy of the above method is even 
more pronounced. The first year, with 100 
per cent efficiency, the machine produced, 
let us say, 100,000 units. The cost of the 
machine per unit of production was there- 
fore low. During the last year of its exist- 
ence, with only 60 per cent efficiency, it pro- 
duced, say, 60,000 units. But the expenses 
for that year have increased with the re- 
sult that the cost per unit of product is a 
great deal higher than in the first year. An 
illustration will make this point clear. Sup- 
pose a machine is bought for $11,000, 
which we estimated could last five years, 
total replacements being $2,800. Total 
production during the five years of its life 
will amount to 100,000 units. 

Under the present method of charging 
cost on the basis of the fiscal period, we 
would have yearly changes in the expenses 
of the machines. During the first year, the 
average cost per unit of production would 
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be .12; the second year, .169; the third 
year, 22; the fourth year, .30 and the 
fifth year, .37. Is it not more equitable to 
average the total cost of the machine dur- 
ing its lifetime and spread this cost on the 
basis of production? The average unit cost 
is then .218. 

The other method is not fair to the prod- 
uct of the last year of the life of the ma- 
chine. The use of the machine in producing 
the goods in the first year really helped to 
bring about the need for heavier mainte- 
nance, repairs, and the lowering of the effi- 
ciency in later years. Hence, the entire out- 
put of a machine, therefore, should bear 
equally the expense of maintenance and re- 
pair, of all inefficiency, and of depreciation 
incurred during the life of the machine. 

Harrison (in Standard Costs) comments 
as follows on this practice: 


This method, when the costs were tied up 
with the general books, as they invariably 
were when the installation of the system was 
supervised by professional accountants, un- 
doubtedly gave reliable information as to the 
actual labor and material costs of the various 
parts, assemblies, and finished machines pro- 
duced. In the case of burden, however, the se- 
rious mistake was usually made of distributing 
to cost all of the factory burden in the month 
regardless of the amount of production, which 
practice resulted in wide variations in costs 
(from period to period) and in overstating 
the inventory value. 


But the practice of the Harrison method 
is even more faulty than that of the old. 
For under this method, the heavier expenses 
and the inefficiences of the oid machine are 
borne by the product ¢éf other machines, 
or borne by other activities. For this plan 
contemplates charging the extra burden 
of inefficiency and idle time to profit and 
loss of that period. Such a charge to profit 
and loss simply throws the burden of cost 
of goods produced by an old machine on 
other activities of the business for the year 
which is not fair to the other activities. 

The most equitable method of distribut- 
ing machine costs is to spread the cost and 
expense of the machine equally over all ex- 
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pected production during its life. The prod- 
uct of the first year would not only pay for 
the apparent depreciation realized during 
the year but would also be charged with 
a part of the cost of repairs, replacement, 
the cost of maintenance that is to be paid 
in the succeeding years. 

This can best be attained by budgeting 
machinery, not on the basis of the fiscal 
year, but rather on the basis of the life of 
the machine. When a machine is installed, 
the following estimates should be deter- 
mined : 

1. The length of the useful life of the 
machine. 

2. The scrap value of the machine. 

8. The total cost of maintenance. 

4. The amount of repairs and replace- 
ment the machine will require during its 
useful life. 

5. The amount of betterment, if any, 
and its effect on the life and efficiency of 
the machine. 

6. The units the machine can produce 
during its life, or the number of hours the 
machine can work efficiently during its life. 

By adding the cost of the machine less 
scrap-value to the cost of maintenance, re- 
pairs, and replacement, and dividing this 
amount by the estimated number of units 
which it will produce or the number of 
hours it will be able to work efficiently, the 
correct cost of unit of product, or the cost 
rate of the machine per hour chargeable to 
the product is obtained. 

Continuing the above illustration: a ma- 
chine which cost $11,000 has an estimated 
life, according to the appraiser’s report, of 
four years, at the end of which it will be 
sold as scrap for $1,000. In addition, main- 
tenance during its life will cost $5,000, re- 
pairs, $4,000, replacement, $4,000, and 
betterment which will prolong its life an- 
other year, $2,800. The total cost and ex- 
penses of the machine during its useful life 
of five years will then amount to $21,800. 
The number of items the machine will pro- 
duce during its lifetime is 100,000, from 
which it may be concluded that the cost 
of production per unit will be .218. This 
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charge should be made against each unit 
of production provided no errors are dis- 
closed and no new factors enter into the 
cost of the machine. 

There are several methods of recording 
these items on the books of the concern. 
The simplest way is to set up memoranda 
accounts of all the future cost of the ma- 
chine when it is installed in the factory. 
The first thing to do, however, is to esti- 
mate or appraise the useful life of the ma- 
chine. For illustration, assume that the life 
of the machine is five years, with the help 
of replacement. The next step is to esti- 
mate the total expenses during its lifetime. 
Set up memoranda accounts for the total 
maintenance, repairs, and replacements for 
the entire useful life of the machine. Then 
determine the units of production or the 
number of machine-hours which may be an- 
ticipated. 

At the end of the first fiscal year, the 


Reserve for Maintenance Machine No. 1..... 
Repairs: for Wa: 
Reserve for Repairs to Machine No. 1........ 
Replacement Machine No. 
Reserve for Replacement Machine No. 1...... 
Betterment Machine No. 1... 


actual amount of maintenance for the year 
will be known. The difference between this 
amount and aliquot portion of the memo- 
randum account should be found. A journal 
adjustment will then be made, debiting 
maintenance account for this difference and 
crediting Reserve for Machine Mainte- 
nance. 

Another journal entry will be made deb- 
iting Repairs to Machines with the cor- 
rect portion of the amount of the memoran- 
dum account for repairs and crediting Re- 
serve for Repairs to Machinery. The same 
adjustment should be made for replace- 
ments. In addition, the usual entry for de- 
preciation will be made. The nominal ac- 
counts will naturally be closed into the 
manufacturing account at the end of the 
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fiscal period to show the machine-cost of 
production for that period. During the 
third or fourth year, when maintenance be- 
comes more than the first year, the differ- 
ence will be closed into the Reserve for 
Maintenance of Machinery account. The 
entry for repairs to machinery will be a 
debit to Reserve for Repair to Machinery 
account, and a credit to Cash account. The 
same entry will be made in the case of re- 
placement and betterment. 

Illustration of the memoranda accounts 
and the journal entries: 


Machine No. 1 Machine No. 1 
Maintenance Repairs 
5000 4000 
Machine No. 1 Machine No. 1 
Replacement Betterment 
4000 2800 


Journal entries at the end of the first 
year: 


Posting these entries to the proper ac- 
counts, we have the following ledger rec- 
ords: 


Machine No. 1 Reserve for Maintenance 


Maintenance Machine No. 1 
Reserve: 250 
1000 Reserve for Replacement 
Machine No. 1 
Replacement to 800 
Machine No. 1 
800 : 
Reserve for Repairs 
Repairs to Machine No. 1 
Machine No. 1 1000 
1000 


Betterment to 
Machine No. 1 


Reserve for Betterment 
Machine No. 1 


560 560 
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Budgeting and Control of Machinery 


The nominal account will be closed into 
the manufacturing account, and only the 
reserve accounts will remain open. The 
total expense will make the cost per unit of 
production .21 plus. 

The second year there may not be any 
need for adjustments of the maintenance 
account. 

There will probably be a $500 outlay on 
repairs. The entries when the repair is 
made will be: 


The other journal entries are the same 
as last year. The cost per unit of produc- 
tion per year will also be the same. 

The entries in the fourth year will be as 
follows : 


Maintenance Machine No. 


Reserve for Maintenance Machine No. 1...... 
Repairs to Machine No. I.............seeeeeeee 
Reserve for Repairs to Machine No. 1........ 
Replacement to Machine No, 
Reserve for Replacement to Machine No. 1.. 
Betterment to Machine No. 1................008- 
Reserve for Betterment to Machine No. 1.... 
Reserve for Repairs to Machine No. 1.......... 


The entries for the fifth year are simple, 
and need no illustration. 

The advantages this practice has over 
the old method are: 

1. All the expenses of the machine will 
be borne by the product of the machine 
only. 

2. Each unit of product produced by the 
machine during its life will bear an equal 
part of the expenditures of the machine. 

8. A correct standard of cost of produc- 
tion can be established for every machine 
used in the factory, which standard can be 
used in the budgeting system. 

4. Cost of idle time during years of de- 
pression will be borne by the entire produc- 
tion of the machine. 

5. Goods produced during the year of 
depression will not be considered more ex- 
pensive than goods produced during the 
years of prosperity. 

In order, however, to obtain the full ad- 
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vantages of the budget for machinery, it is 
necessary to set up a budget for sales for 
the same number of years as the length of 
the life of the machines; the machine bud- 
get made up on the basis of the number of 
years the machine will produce is useless 
without knowledge of the demand for the 
product produced. Suppose we find that 
the machine can produce 1,000,000 units 
in the five years of its life. The question 
then is whether we shall be able to sell these 


units in five years. The demand may not be 
great enough to justify such extensive por- 
duction. We shall then have a machine on 
our hands whose possibilities are far 
greater than our needs, and whose expenses 


as 300 
800 


are larger than we can afford. We can gain 
this knowledge only after we have made a 
study of the sales quota. Only then shall 
we be in a position to decide whether our 
present facilities are too large or too small 
for our anticipated business. 

In order to find our sales quota for the 
next five years, it will be necessary to make 
use of the secular trend and the cyclical 
variation formula.* This, however, is no 
easy task because of the unknown factors 
which must be taken into consideration in 
determining the yearly changes in sales. 

First, there is the problematic character 
of the economic cycle. The length of time 
a cycle lasts is not known. In fact, it varies 
in time and intensity from period to period. 
Sometimes the cycle—from trough to 


*See Accountinc Review, September, 1929, in 
which the author discusses the secular trend and 
cyclical variation formulas and their application in 
preparing a sales budget for one year. 
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trough—lasts as many as five years and 
sometimes more or less. Then again the 
duration of each phase in the cycle is also 
an unknown factor: no one has yet been 
able to foretell the length of the prosperity 
period, the declining period, the depression 
period, and the improvement period in the 
cycle. In the third place, the intensity of 
the phases within the cycle differ as between 
cycles and is not subject to intelligent 
prophecy. 

However, an approximation of the busi- 
ness cycle and business condition may be 
made in spite of these difficulties by an as- 
siduous interpretation of the previously 
mentioned secular trend and cyclical vari- 
ation. 

The budgeting of the sales quota for the 
length of the life of the machine can be 
used in turn as a check on the machine bud- 
get. By comparing the productive capacity 
of the machines with the demands of the 
sales department, it can be decided whether 
the present machines are sufficient to pro- 
vide this demand, or new machines must be 
bought to satisfy the demand of sales. 
Again, it might happen at some time that 
the demands of one year are greater than 
our machines can produce. If the study in- 
dicates, however, that prosperity is tem- 
porary and that a period of depression 
may be expected in the near future, it will 
not be wise to invest in more machinery. 

An important factor in buying new ma- 
chines is the time of purchase. If the chart 
shows that more machines will be needed, 


it is good business to buy new machines and 
make necessary improvements on the plant 
during the year of depression, since during 
that time material and money are less ex- 
pensive, and labor is both less expensive and 
more efficient. In addition, the plant will not 
suffer so much from enforced idleness dur- 
ing the installation. 

A program to keep new machinery and 
efficiency devices from factories is not likely 
to be accepted by manufacturers and em- 
ployers who are interested in efficiency and 
profit. It is really a move against progress 
to restrain new inventions. No one would 
want to stop the advance of science or put 
an end to improvement in machinery. Such 
a policy would allow competitors to get the 
advantage in the production of goods. For, 
while we hold out against improvement and 
new labor saving devices, competitors in 
other countries may be actively engaged in 
the installation of more advanced equip- 


ment by which they can undersell us in, 


every foreign market. 

A better solution to this problem is to 
introduce the new machines wherever they 
will prove more efficient, but to keep an eye 
continually on the market, seeing to it that 
production increases in the same ratio as 
sales. This can be accomplished by paying 
the worker a higher wage and by employ- 
ing him only a few days a week. His salary 
should enable him to maintain the present 
standard of living. This would provide work 
for more men, and idle machine time would 
be decreased. 


‘3 
tri 
ite 
the 
sa 
du 
Co 
| of 
tri 
to 
din 
to 
tr 
to 
te 
e 
t 
C 
m 
b 
e 
8 
r 
0 


les and 
> plant 
during 
CSS ex- 
ive and 
vill not 
S dur- 


"y and 
likely 
id em- 
and 
ogress 
would 
or put 
Such 
et the 
. For, 
it and 
rs in 
zed in 
quip- 
us in, 


is to 
they 
n eye 
that 
io as 
sloy- 
esent 
work 


ould 


THE DEDUCTIBILITY OF CONTRIBUTIONS 
AS BUSINESS EXPENSES 


Epwarp J. FILBEy 


States have neither included nor ex- 

cluded charitable and similar con- 
tributions by corporations as deductible 
items. The Commissioner and the courts 
have ruled that they are not deductible. But 
the laws have made the ordinary and neces- 
sary expenses of conducting a business, de- 
ductible, and among these expenses the 
Commissioner, the courts, and the Board 
of Tax Appeals have included certain con- 
tributions by corporations that appeared 
tohave been made with the expectation that 
direct and immediate benefits would accrue 
to the corporations as a result of the con- 
tributions. 

In this article, the writer will attempt 
to show (1) that donations of this charac- 
ter have been treated with great inconsist- 
ency by the Commissioner, the courts, and 
the Board of Tax Appeals; (2) that the 
Commissioner especially has ruled against 
many such payments that ought to have 
been allowed as deductions; and (8) that, 
except for certain gifts clearly made in a 
spirit of philanthropy, it is impossible to 
prove that expenditures made by a cor- 
poration have been made for any other 
reason than that the directors or officers 
of the corporation have believed that bene- 
fits would flow to the corporation in conse- 
quence; and that, therefore, the wisdom of 
the corporation’s directors or officers in 
making the contribution should not be sub- 
jected to question. On the third point it 
may be suggested here that, logically, con- 
tributions divide themselves into two 
classes, namely, philanthropic and business. 
The representatives of the Government 
have attempted to set up what is practi- 
cally an intermediate third class, namely, 
contributions that are not made from mo- 
tives of charity, but are made for purposes 
so vague that little or no benefit could 


T various revenue acts of the United 


reasonably have been expected from the 
gifts. The writer holds that there is no such 
middle ground; but that if a contribution 
is not made from motives of charity, it is 
made because the representatives of the 
corporation have believed that benefit 
would accrue to the corporation in conse- 
quence of the expenditure. If this is true, 
the expenditure is properly to be claimed 
as a deductible business expense, on the 
same basis as an advertising campaign or 
similar project regularly allowed as a de- 
duction; and the Bureau is not justified 
in attempting to pass upon the wisdom or 
the unwisdom of the contribution on the 
basis of the probability or the improbabil- 
ity of immediate financial returns there- 
from. 


I 


As has already been indicated, although 
the income tax laws have not specifically 
excluded contributions by corporations, the 
Commissioner has from the first assumed 
that since charitable and similar contribu- 
tions are made allowable deductions by the 
law in the case of an individual (1928 Act, 
Sec. 23, n), and are not stated in the law 
to be deductible in the case of corporations, 
they are not deductible by the latter; and 
he has therefore ruled definitely that they 
are not (Reg. 74, Art. 262). This is in ac- 
cordance with an opinion of Attorney-Gen- 
eral Palmer rendered May 19, 1919, based 
on the Act of 1918 (31 Op. Atty. Gen. 
617). 

Several court decisions have supported 
this view; e.g., in Baldwin Locomotive 
Works v. McCoach (215 Fed. 967), Dick- 
inson, Judge, ruled that charitable gifts by 
corporations were not proper deductions 
under the 1909 law because the law did not 
include them among the permitted deduc- 
tions. 
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But in Section 28 (a) of the 1928 Act 
(as well as in the preceding laws, with little 
variation) this provision occurs: 


In computing net income there shall be al- 
lowed as deductions: All the ordinary and 
necessary expenses paid or incurred during 
the taxable year in carrying on any trade or 
business. . 


On this the Commissioner comments as fol- 
lows: 


Business expenses deductible from gross 
income include the ordinary and necessary ex- 
penditures directly connected with or per- 
taining to the taxpayer’s trade or business. . . . 
(Reg. 74, Art. 121). 


And later (in Art. 262) he says (and not- 
ice the further restrictions which he adds) : 


Donations which legitimately represent a 
consideration for a benefit flowing directly to 
a corporation, as an incident of its business, 
are allowable deductions from gross income. 
For example, a street railway corporation may 
donate a sum of money to an organization in- 
tending to hold a convention in the city in 
which it operates, with the reasonable expecta- 
tion that the holding of such convention will 
augment its income through a greater number 
of people’s using the cars. Sums of money 
expended for lobbying purposes, the promo- 
tion or defeat of legislation, the exploitation 
of propaganda, including advertising other 
than trade advertising, and contributions for 
campaign expenses, are not deductible from 
gross income. (Reg. 74, Art. 262). 


The last sentence quoted from the Regu- 
lations appears to have no basis of author- 
ity in the Revenue Act. The Commissioner 
is given explicit authority in the case of 
contributions by individuals to prescribe 
rules according to which contributions shall 
or shall not be deemed allowable as deduc- 
tions; (Sec. 28, [n]) but he is given no 
such explicit authority in the case of busi- 
ness expenses (Sec. 28, [a]). 

The attitude of the Commissioner is 
further illustrated by his rulings in a few 
specific cases: 

The Corning Glass Works had planned 
to add to its own dispensary facilities, but 


as the city needed an addition to the pub- 
lic hospital at that time, the company was 
induced to contribute $25,000 to the latter 
enterprise instead of adding to its own 
equipment. The Commissioner disallowed 
the contribution as a deduction, saying: 


Donations which legitimately represent a 
consideration for a benefit flowing directly to 
the corporation as an incident of its business 
are deductible. 

Inasmuch as the employees of the M Com- 
pany (the Corning Glass Company) will be 
required to pay the same rates for hospital 
treatment as are paid by other patients of the 
hospital, and in view of the fact that the hos- 
pital will be available to the general publie, 
it is held that the benefit accruing to the cor- 
poration as a result of its contributions to the 
fund used for the construction of the hospital 
is not of such a direct nature as to constitute 
an allowable deduction as an ordinary and 
necessary business expense paid or incurred in 
the maintenance and operation of the corpora- 
tions’ business. (C.B. 11 1, 298; I.T. 1980; im 
16, 1509; Art. 562). 


The case was appealed to the Board of 
Tax Appeals, which upheld the Commis- 
sioner (9 B.T.A. 771). But the taxpayer 
appealed to the courts, and was successful. 
The court held that the donation was “rea- 
sonably incidental to the carrying on of 
the company’s business for the company’s 
benefit” and should therefore be allowed as 
a deduction (App. D.C., 37 F (2d) 798, 
801). 

In a case in which the Commissioner had 
refused to allow a contribution by a cor- 
poration to a chamber of commerce for the 
purpose of securing lower freight rates, 
Mr. A. W. Gregg, General Counsel of the 
Bureau, offered the following opinion: 


If a number of shippers should combine 
their efforts to secure freight rates more bene- 
ficial to themselves, an individual contribution 
to a common fund to carry on the joint under- 
taking might properly be regarded as a 
business expense of any one of the shippers, 
and the situation would appear to be little 
different whether a particular attorney, traffic 
bureau, or an association such as a chamber 
of commerce carried on the work of securing 
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, revision of the freight rates. . . . It is ac- 
cordingly recommended that Office Decision 
9290 be revoked. 


The recommendation was followed by the 
Commissioner, and the previous decision re- 
yoked immediately. 

But contributions made to a chamber of 
commerce toward a development fund for 
industrial and publicity purposes were dis- 
allowed by the Commissioner, who, after 
referring to the revised decision just men- 
tioned, said : 

The business expenses which are deductible 
under the sections of the statute above re- 
ferred to (Secs. 214 (a) 1 and 284 (a) 1 of 
the Rev. Act of 1926) are those incurred 
directly in the maintenance and operation of 
the taxpayer’s business and not those expenses 
which may be beneficial or even necessary in 
a broader sense. That likewise is the effect 
of Article 562 of Regulations 69. . . . The 
benefits flowing to the subscribers of the fund 
raised and expended by the chamber of com- 
merce of the city of R are most general and 
indirect, and cannot be said to have a direct 
or immediate relationship to any particular 
subscriber's business. The contributions of a 
subscriber do not represent a consideration for 
a benefit flowing directly to the contributor 
as an incident of his business (C.B. V-2, 
188; V-47, 2980; I.T. 2814). 


It is to be noted that the Commissioner is 
here basing his decision not directly upon 
the law but upon his own interpretation of 
itas expressed in the Regulations, and that 
he admittedly is arguing for a narrow 
rather than a reasonable application of 
the law. 


II 


There are next submitted extracts from 
a few of the great number of decisions of 
the Board of Tax Appeals on cases of this 
general character that have been brought 
before it. 

Appeal of Poinsett Mills (1 B.T.A. 6): 
In 1920 the corporation contributed 
$1,006.49 to a Baptist church for the pur- 
pose of repairing and enlarging the church 
building. The deduction was disallowed by 
the Commissioner, but was allowed by the 
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Board. In its opinion the Board said, in 
part: 


It is the contention of the Commissioner 
that a corporation may be allowed a deduction 
under section 234 (a) (1) of the Revenue 
Act of 1918 only when the amount claimed 
is an “ordinary and necessary” expense of 
“carrying on” its business. Insistence is made 
(by the Commissioner) for a very limited in- 
terpretation of the phrase “ordinary and 
necessary” and of the words composing the 
phrase. ... 

The general acceptance of welfare work 
among employees . . . as a means of reducing 
labor turnover and eliminating industrial 
strife, is something of which this Board must 
take judicial notice. We believe that the Fed- 
eral Government should be the last to fail to 
recognize the . . . value of welfare and social 
work among industrial organizations and that 
it should do everything to encourage the 
betterment and contentment of those who 
labor in industrial communities, such as the 
mill village of the taxpayer. 

It is our opinion that a contribution made 
under the conditions presented by the testi- 
mony in this particular case is one which may 
well be considered an “ordinary and neces- 
sary” expense of the particular business of the 
taxpayer. The contribution was clearly made 
by the corporation for purposes connected 
with the operation of its business and legi- 
timately represents a consideration for a bene- 
fit flowing directly to the corporation as an 
incident to its business. 


It is to be noted that the Commissioner 
acquiesced in the decision of the Board in 
this case. 

Among other decisions of the Board fa- 
vorable to the taxpayer are the following: 

A donation to a public school district 
to assist in the erection and equipment of 
an adequate school building was allowed. 
About 90 per cent of the children attend- 
ing this school were children of the em- 
ployees of the donor corporation (Holt- 
Granite Mills Co., 1 B.T.A. 1246, decided 
May 26, 1925). 

A gift by a land company to a fund for 
the establishment of a post of the United 
States Army upon a tract of land adjacent 
to land owned by the land company. The 
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taxpayer established the fact that its land 
sales increased thirty-fold as a result of 
the establishment of the post (Anniston 
City Land Co., 2 B.T.A. 526). But two 
contributions made under precisely similar 
circumstances were disallowed by the Board 
(4 B.T.A. 687 and 689, discussed below). 

A contribution by a sugar corporation 
to a Y.M.C.A. located within the taxpay- 
er’s plantation to pay for the services of 
welfare workers among the company’s em- 
ployee’s was allowed. Practically no other 
persons had access to the facilities of the 
Association (Lihue Plantation Co., Ltd., 
2 B.T.A. 740, decided Sept. 30, 1925). 

A gift by a bank to a county farm bu- 
reau for prizes to be awarded school chil- 
dren of the county was allowed, 

. .. the purpose of the bank being to ad- 
vertise itself. Many of the prizes were initial 
deposits of $5 each. We are of the opinion 
that the contribution . . . was an ordinary and 
necessary expense of the taxpayer's business 
and should be allowed as a deduction. (Citi- 
zens Trust Co. of Utica, 2 B.T.A. 1289, de- 
cided Nov. 6, 1925). 

A company manufacturing woolen yarns 
was allowed to deduct as a donation the 
amount spent in 1919 for advertising and 
promoting the sale of Liberty bonds in an 
advertisement which appeared over its cor- 
porate name. The Board said in its deci- 
sion: 

A corporation of the character of the tax- 
payer is entitled to deduct amounts spent in 
advertising as a part of its ordinary and neces- 
sary business expense, and, as the particular 
form of advertising to be employed is, of 
necessity, within the judgment of the officers 
of such a corporation as the taxpayer, we be- 
lieve that the Commissioner improperly dis- 
allowed the deduction. (B. F. Boyer Co., 4 
B.T.A. 180, decided June 22, 1926). 


It will be noted that this opinion is at vari- 
ance with that of the Commissioner ex- 
pressed in Regulations 262 to the effect 
that “advertising other than trade adver- 
tising is not deductible.” 


A payment made by a corporation to an- 
other corporation organized and operated ex- 
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clusively for the promotion of social welfare 
work among the employees and the families of 
the employees of the incorporators, for the 
advancement of the physical, mental, and 
moral interests of such employees and their 
families, and to assist them in sickness, dis- 
ability, old age, and death, is an ordinary and 
necessary expense of the business of the peti- 
tioner. (Elm City Cotton Mills, 5 B.T.A. 309, 
decided Oct. 30, 1926). 


It was held by the Board that a con 
tribution of $6,002.10 in 1918 by a brevw- 
ery corporation to the State Brewers As- 
sociation constituted a proper business ex- 
pense and that it should be allowed as a 
deduction (Calif. Brewing Assn., 5 B.T.A. 
347, decided Oct. 30, 1926). 


Amounts paid into a fund during each year 
for pensioning its employees are deductible 
from gross income for the year as ordinary 
and necessary expenses of carrying on the 
petitioner’s business, where the facts and cir- 
cumstances connected with the creation and 
operation of the fund show that it is a trust 
and a separate taxable entity. (Hibbard, 
Spencer, Bartlett & Co., 5 B.T.A. 464, de- 
cided Nov. 12, 1926; followed also in Live 
Stock Natl. Bank, 7 B.T.A. 413, promulgated 
June 18, 1927). 


Sums spent for dances and picnics for 
employees by a corporation operating a de- 
partment store were allowed by the Board 
as deductions (Popular Dry Goods Co, 
6 B.T.A. 78, decided Feb. 7, 1927). 

Contributions by a corporation manu- 
facturing hosiery, to the American Protec- 
tive Tariff League and to The League of 
Industrial Rights were allowed as deduc- 
tions by the Board on the ground that these 
expenditures were “directly connected with 
the business and properly to be considered 
as ordinary and necessary expense incident 
to the carrying on of a business” (Rich- 
mond Hosiery Mills, 6 B.T.A. 1247, de- 
cided May 4, 1927). Yet neither contribu- 
tion could, of course, have been counted a 
definitely “necessary” expense. 

A contribution by a mining corporation 
of $1,000 toward the rebuilding of a Meth- 
odist church which had burned down was 
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allowed as a deduction by the Board. The 
employees of the company constituted 75 
to 90 per cent of the Methodist congrega- 
tion. The Board said in its decision: 


If this contribution had a reasonable re- 
lation to petitioner’s business, it is allowable 
as a business expense. . . . That it had such a 
relation cannot be doubted in view of the 
particular facts under which the contribution 
was made. In our opinion the contribution 
may well be considered as an ordinary and 
necessary business expense. (Superior Poca- 
hontas Coal Co., 7 B.T.A. 380, promulgated 
June 16, 1927). 


A contribution to a fund for bringing 
an Orangemen’s Association Picnic to a 
certain park was allowed in the case of a 
corporation operating an amusement de- 
vice at the park (9 B.T.A. 1208). 

An Ohio corporation ‘engaged in the 
wholesale liquor business was allowed as a 
deduction $12,500 expended in entertaining 
customers as a means of promoting sales. 
“The entertainment expenses included 
charges for hotel rooms, meals, theater 
tickets, articles of clothing, and numerous 
forms of entertainment, as well as an occa- 
sional cash payment in the amount of sev- 
eral hundred dollars” (The Adler Co., 10 
B.T.A., 849, promulgated Feb. 17, 1928). 

A brewing company was allowed Christ- 
mas gifts of cash as “additional compen- 
sation” to employees; also a payment to 
the Lager Beer Board of Trade as an ordi- 
nary and necessary expense (Geo. Ringler 
& Co. 10 B.T.A. 1184, promulgated 
March 1, 1928). 

A hotel’s contribution of $150 toward a 
fund for entertaining a fleet was judged 
deductible by the Board (Ranier Grand 
Co., 11 B.T.A. 520). The hotel company’s 
business had doubled for certain days as a 
result of the coming of the fleet. 

A contribution of $1,924.74 by a rail- 
road company to the Association of Rail- 
way Executives “for the purpose of pro- 
moting railroad legislation” was allowed 
by the Board (Western Md. Ry. Co., 12 
B.T.A. 889, promulgated June 27, 1928). 

The Board allowed a contribution of 
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$2,200 by a hotel company co a fund for 
bringing about the location of a United 
States Army Camp in its vicinity; but dis- 
allowed a contribution of $100 toward the 
building of better roads leading into the 
city (Hotel Patton Co., et al., 18 B.T.A., 
promulgated Oct. 12, 1928). 

A contribution of $600 by a corporation 
to a fund collected by a chamber of com- 
merce to put on a drive for the advertising 
of the state and to attract tourists to the 
state was allowed by the Board. The com- 
pany was engaged in the manufacture and 
sale of men’s wearing apparel, tents, etc. 
(Hirsch-Weis Mfg. Co., 14 B.T.A. 798, 
promulgated Dec. 18, 1928). The Board 
said: “The contribution was made for pur- 
poses connected with the operation of its 
business and represents a benefit flowing 
directly to it as an incident to its busi- 
ness.” 

Contributions by a brick company to a 
“Better American Association” and to an 
association for the purpose of encouraging 
the location of industries and residents were 
allowed by the Board, but a contribution 
to a citizens’ fund for exercising surveil- 
lance over public works was disallowed as 
“indirect and remote” (Simons Brick Co., 
14 B.T.A. 878, promulgated Dec. 21, 
1928). 

Contributions by a sugar company to a 
hospital were allowed. The Board said: 


We do not think the petitioner in making 
the expenditure made it in the réle of the phi- 
lanthropist, but rather as a business proposi- 
tion wherein the expenditure represented a 
consideration for a benefit flowing directly to 
it and as an incident of its business. . . . One 
of the trends of modern business is repre- 
sented by the expenditure. If the interests of 
the employees are safe guarded, both the 
employer and the employee benefit. 


The city was largely a company city (Sug- 
arland Industries, 15 B.T.A. 1265, promul- 
gated April 5, 1929). 

Of eighteen items of contributions 
claimed by a roofing company, five were 
allowed and thirteen disallowed. There was 
very little difference between the two 
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groups, all being more or less charitable. 
Testimony showed that in certain cases a 
direct benefit was anticipated. Actual bene- 
fits (i.e., orders) resulted from several or- 
ganizations, gifts to which were not allowed 
( Western Elaterite Roofing Co., 19 B.T.A. 
467, promulgated March 31, 1980). 

Forty-six out of fifty-six items claimed 
as contributions by a corporation operat- 
ing a department store were allowed as de- 
ductions by the board, although many of 
those allowed were charitable, and several 
were for tickets to concerts, etc. The Board 
said: 


In our opinion, neither the deduction of an 
item by a corporation nor its disallowance de- 
pends upon whether it is a donation. . . . Items 
which may colloquially be called donations, 
because perhaps the recipient is a charity, or 
the occasion is beneficent, or the transaction 
is not approached in a formal manner with 
express legal consideration, may still have 
such a business significance as to justify their 
outlay and their recognition as business ex- 
penses. When, by adequate evidence, they are 
shown to be such, they are deductible as any 
other ordinary and necessary expense; and 
when the evidence fails to establish this or 
shows in fact that the donations are not 
reasonably motivated by or related to the 
proper conduct of the business, the deduction 
must fail (Killian Co., 20 B.T.A. 80, promul- 
gated June 16, 1930). 


A contribution of $4,800 to a chamber 
of commerce to be used primarily for the 
securing of new enterprises for the city was 
allowed to a dry goods company. The 
chamber of commerce had issued additional 
memberships to the corporation for the ad- 
ditional payments over $720, the ordinary 
dues (Emery-Bird-Thayer Dry Goods Co., 
20 B.T.A. 796, promulgated Sept. 12, 
1980). 

A contribution of $400 by a power and 
light corporation to an endowment fund 
of a college was allowed by the Board, 
which said: 


The contribution, minor in amount when 
compared with the results acomplished, had 
for its purpose the continuation of the college 
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as an institution sufficiently endowed to at- 
tract students to the city and sufficiently able 
to purchase the petitioner’s product. (Yamhill 
Electric Co., 20 B.T.A. 1232, promulgated 
Oct. 10, 1980). 


One of the most favorable of the recent 
decisions of the Board was promulgated in 
the case of S. C. Toof & Company, on De 
cember 29, 1980 (21 B.T.A. 916). The 
Commissioner had disallowed seven gifts to 
a college and to various hospitals, etc. All 
contributions except one were allowed by 
the Board. The opinion stated that the evi- 
dence “shows that the amounts expended 
were so directly related to the petitioner's 
business as to warrant their deduction from 
gross income as ordinary and necessary 
business expenses.” Yet the evidence con- 
sisted of little more than a presentation of 
the fact that the donees had been and were 
still good customers of the petitioner. 

The Board reversed the action of the 
Commissioner in disallowing the deduction 
of contributions by the Missouri Pacific 
Railroad Company to a Young Men’s 
Christian Association furnishing eating 
and rooming facilities and social and recre- 
ational activities to .the taxpayer’s em- 
ployees (22 B.T.A. 267, promulgated Feb. 
20, 1981). 

The Board allowed contributions made 
by the Kansas City Southern Railway 
Company to certain railroad Young Men’s 
Christian Associations, to the Priests of 
Pallas, and to the Association of Railway 
Executives; but disallowed gifts to annual 
firemen’s and policemen’s balls, and to a 
regimental armory (22 B.T.A. 949, pro- 
mulgated March 30, 1931). Likewise, gifts 
by the Chicago & Northwestern Railway 
Company to the two above-named organi- 
zations and to the Travelers’ Aid Society 
were allowed as deductions by the Board 
(22 B.T.A. 1407, promulgated April 30, 
1981). 

A few of the many unfavorable decisions 
of the Board of Tax Appeals are pre 
sented: 

A contribution to a fund collected for 
the purpose of repairing and reconstruct- 
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ing certain roads between Cincinnati and 
Louisville, Kentucky, were disallowed. 
These roads were used to a considerable ex- 
tent by the salesmen and other employees 
of the taxpayer corporation, a wholesale 
dealer in millinery, with its principal office 
in Louisville. “The evidence before the 
Board does not clearly show that any bene- 
fit flowed directly to the taxpayer from 
the making cf the contributions” (David 
Baird & Son, Inc., 2 B.T.A. 901, promul- 
gated Oct. 19, 1925). The benefit should 
have been self-evident. 

A gift of $1,000 by a paper manufac- 
turing company toward the establishment 
of a hospital in the village in which its 
principal plant was located was disallowed 
(Carso Paper Co., 3 B.T.A. 28, promul- 
gated Nov. 12, 1925). 

A gift of $250 by a wholesale fruit and 
produce business corporation toward a 
fund for the purchase of an army camp site 
at Anniston, Alabama, already mentioned, 
was disallowed in spite of the fact that the 
business of the taxpayer had increased 
fourfold during 1918 over previous years. 
Four members of the Board dissented ( Bell- 
Rogers & Zemurray Brothers Co., 4 B.T.A. 
687, decided Aug. 2, 1926). 

A gift of $500 by a corporation en- 
gaged in the retail sale of automobiles, etc., 
toward the purchase of the same camp site 
was likewise disallowed, on the ground that 
“the contribution was not an ordinary and 
necessary expense of carrying on the tax- 
payer’s trade or business.” Yet the tax- 
payer had shown that its business had been 
benefited greatly by the location of the 
camp in the vicinity, as had been contem- 
plated when the donation was decided upon 
(Anniston Auto Co., 4 B.T.A. 689, decided 
Aug. 2, 1926). 

It should be noted that in the last two 
cases the points at issue were identical with 
those in the case of the Anniston City Land 
Co. (2 B.T.A. 526), which was decided in 
favor of the taxpayer. 

The general attitude of the Board as to 
the discretion granted the Commissioner by 
Congress is indicated in the next case. A 
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contribution by a spinning company to- 
ward the maintenance of a baseball team 
in the mill village in which the company’s 
plant was located was disallowed by the 
Board. The Board said, in part: 


There can be no proper question that the 
management of the corporation must be al- 
lowed a considerable latitude for the exercise 
of judgment as to what constituted ordinary 
and necessary expenses. On the other hand, 
we believe it must be conceded that in the ad- 
ministration of the income-tax laws, Congress 
intended that the administrative officer should 
have the power and authority to scrutinize 
claims for deductions from gross income to 
the end that the exercise of prudent business 
judgment on the part of corporate officers 
might not be abused to the extent of unreason- 
ably reducing the amount of gains and profits 
which should be subject to the income tax... . 
In several cases already passed upon by the 
Board we have allowed deductions .. . for pur- 
poses not wholly connected with the operation 
of the business, and in discussing those cases 
we have seemingly adopted the rule that there 
is no hard and fast line between expense items 
which may be deducted and those which may 
not be deducted, and it has become a settled 
rule of the Board that each case of this char- 
acter must stand upon its own individual 
merits. (Climax Spinning Co., 8 B.T.A. 970, 
promulgated Oct. 24, 1927; so in effect, Natl. 
Yarn Mills, 10 B.T.A. 1102, promulgated 
Feb. 29, 1928; and Majestic Mfg. Co., 11 
B.T.A. 87, promulgated March 16, 1928). 


As to the point made by the Board rela- 
tive to “unreasonably reducing the amount 
of gains subject to the tax,” it will, of 
course, be plain that the tax saved can 


. never be equal to the amount expended for 


any purpose whatever; and that an ex- 
penditure would therefore not have been in- 
curred had the officers of the corporation 
not believed that it would be justified by 
the results obtained. 

The Board disallowed a contribution of 
$500 toward procuring the extension of a 
railroad to the city in which the donor cor- 
poration operated a cotton warehouse 
(Planters Warehouse Co., 8 B.T.A., pro- 
mulgated Oct. $1, 1927). 

An individual engaged in the coal busi- 
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ness was denied the deduction of $1,111.60 
contributed to a chamber of commerce for 
the purchase of land to be used by the 
United States Government for coal storage 
and a coal tipple (Samuel Zimmern, 9 
B.T.A. 1382, promulgated Jan. 17, 1928). 
A contribution of $860,000 by a rolling 
mill to a civic fund (60 per cent of the total 
raised by industries of the city) for vari- 
ous welfare purposes was disallowed by the 
Board on the ground that the benefit was 
too indirect (American Rolling Mill Co., 14 
B.T.A. 529, promulgated Dec. 4, 1928). 
The company had from the beginning done 
an exceptional amount of welfare work 
among its employees and for the twenty- 
one years of its existence had never had a 
strike. The president of the company was 
the instigator of the plan to raise the 
$1,000,000 fund for various co-operative 
enterprises. The Board said (page 537): 


While the contributions may have been busi- 
ness expenses in a business and accounting 
sense, it is our opinion that they do not fall 
within the classification “‘ordinary and neces- 
sary expenses” as that phrase is used in sec- 
tion 284 of the Revenue Act of 1918. 


But the company carried the case to the 
courts and obtained a favorable verdict 
(American Rolling Mills Co. v. Comr., 41 
Fed. [2d] 314). The court said: 


The question always is whether, balancing 
the outlay against the benefits to be reason- 
ably expected, the business interest of the tax- 
payer will be advanced. ... All of the pro- 
jects to which this fund was devoted, with the 
exception of the city commission and the con- 
tingent fund, were needed for social, educa- 
tional, and recreational purposes. They are 
projects which in modern times are neces- 
sities in a community, and they could only be 
had in this community by the petitioner’s pay- 
ing for them or joining others in doing so. 
If under this necessity it had constructed the 
necessary buildings for its own employees on 
its own property, we do not doubt that the 
cost thereof would be regarded as ordinary 
business expense. We can see no difference be- 
tween that character of expenditure and con- 
tributions to community institutions from 
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which the employees would derive the same 
benefits. 


The Board denied the deduction of large 
gifts to a college and to a hospital and to 
a fund for improved highways, not because 
they were donations but because the good- 
will and the good roads resulting would be 
of “lasting benefit,” and therefore (pre- 
sumably) were in the nature of capital 
charges (Killian Co., 20 B.T.A. 80, pro- 
mulgated June 16, 1930). 


Ill 


From the foregoing cases it appears evi- 
dent that the Board of Tax Appeals has 
usually been more generous to the tax- 
payer than has the Commissioner. It is the 
writer’s opinion that the courts likewise 
have been more ready to admit the reason- 
ableness of a deduction claimed than has 
the Commissioner, and as has been shown, 
more ready in some instances than has the 
Board of Tax Appeals. 

But the writer contends that greater 
fairness would result if no attempt were 
made to separate contributions made ad- 
mittedly for business purposes into two 
groups, those deductible and those not, 
particularly when the distinction is based 
upon the immediateness of the results ob- 
tained from the contributions. 

The ultimate effect of a contribution is 
frequently greater than the immediate ef- 
fect. Thus if the street railway company 
in the case cited in the Regulations (262, 
supra) had given the same sum of money 
toward bringing an industry, instead of 
a convention, to its city, the company 
would derive revenue from the employees 
of the new industry and their families, not 
for a single day, but as long as the indus- 
try remained or as long as the street car 
company’s cars or buses continued to oper- 
ate. Yet the Commissioner admits that the 
single day’s prospective benefit would jus- 
tify the deduction of the contribution; 
while his decisions in practically all cases 
where the permanent benefit arising from 
the coming of a new industry has been in- 
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yolved justify us in concluding that the 
street car company’s donation toward 
bringing in the new industry would be dis- 
allowed as a deduction. The same reason- 
ing applies, of course, to all the business 
houses that join in bringing an industry, 
along with its employees, to a city. For as 
a result there will be increased sales of all 
the necessaries of life—food, clothing, medi- 
cine, shoes, furniture—and many of the 
luxuries, such as radios, and automobiles. 

An advertisement of a special sale by a 
well-established business concern frequently 
brings a considerable part of the popula- 
tion of a neighboring village to the city 
where the sale is to be held. If the cost of 
this advertisement is a justifiable expense 
of the business house, when the sale lasts 
for a single day and the merchandise is 
sold at a reduced price, how mugh more 
would a contribution be justified that would 
help to bring what is actually a small com- 
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munity to the city permanently, along with 
a new industry—a community whose buy- 
ing power would be a daily source of reve- 
nue to the business establishment, for 
years, and whose purchases would be made 
at the regular prices of the merchandise, 
instead of at the special prices offered for 
a single day! 

Finally, the writer reiterates his con- 
tention that contributions are made by 
business men either from motives of philan- 
thropy or because they believe that cer- 
tain benefits will accrue therefrom to their 
business. In the case of the individual con- 
tributor, both types of contributions 
should be allowed as deductions. In the case 
of the corporation, the second type should 
properly be allowed in practically all cases, 
inasmuch as the judgment of the corpora- 
tion’s officials as to the benefits likely to be 
secured is presumed to be as reliable as that 
of the Commissioner or his agents. 


THE CONCEPT OF EARNED SURPLUS 


E. L. 


tion of an accounting term nearly six 

years in the making, I am of the opin- 
ion that of greater importance than the 
words of which the definition is composed 
are the practical applications to which it 
is intended that the word defined be put. 
I also believe that the general course of 
the reasoning which led to the final defini- 
tion will prove to be of even greater inter- 
est than the expected applications of the 
definition. 

The Committee on the Definition of 
Earned Surplus, reappointed hopefully 
each year by the President of the American 
Institute of Accountants, faced a task of 
no mean proportions. First was the ob- 
stacle that many common terms in use in 
the world of business, especially terms ap- 
pearing on financial statements, have no 
fixed meaning, and can be made intelligible 
only through the aid of explanatory 
phrases. Second was the apathy, if not the 
actual resistance of business itself, toward 
more exact usages. The astonishing growth 
of interrelations between business enter- 
prises has prevented the precise formula- 
tion of the scientific truths that are pre- 
sumed to underlie the various manifesta- 
tions of economic endeavor. Third was the 
multiplicity of state laws and court deci- 
sions bearing on the questions of dividends 
and maintenance of capital. It was said 
by several accountants whose opinions on 
the matter were solicited that surplus and 
earned surplus are purely legal concepts ; 
if we are to believe these practitioners there 
are, in the United States, not less than for- 
ty-eight varieties. 

To meet the first difficulty it was decided 
that if a definition of earned surplus was 
to be essayed, its family relationships must 
be established. How far back should the 
family ties be examined? Only to its broth- 
ers and sisters in surplus, since net worth 
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or proprietorship equity as a whole has a 
more or less commonly accepted meaning, 
Consequently, under the title of “Collateral 
Definitions,” an attempt was made to de 
scribe the remaining elements of net worth 
so that earned surplus might be differenti- 
ated therefrom more clearly. 

As to the reluctance of business to set 
its boundaries, the great interest neverthe- 
less displayed by the majority of account- 
ants in the activities of the Committee 
seemed to indicate that a start on defini- 
tions was needed. Perhaps accountants feel 
that business activities can be measured, 
notwithstanding constantly changing busi- 
ness conditions. Perhaps they see the nee- 
essity of standardization for the informa- 
tion and protection of the stockholder. At 
any rate, many accountants appear to be 
willing to adopt the definition despite the 
fact they may formerly have taken excep- 
tion to certain points which the definition 
now contains. This attitude gave strength 
to the Committee’s belief that if account- 
ancy deserves the ranking of a scientific 
pursuit, its postulates must be carefully 
formulated and, if need be, changed from 
time to time. 

Laws governing business, enacted by the 
various states, and court decisions which 
have created precedents were hard to dis- 
regard. Yet if accountancy is to be an in- 
dependent and dispassionate force in the 
business world it must learn to stand, un- 
supported, on its own feet. If it will do so, 
the law will look to accountancy to set 
the financial standards for the business 
world to follow. Indeed, as the author and 
enforcer of business ethics—perhaps also 
of business law—the accountant has a most 
important future. 

To define earned surplus as undistrib- 
uted net profit seems simple enough; but 
the definition of net profits both positively 
and negatively, and the preferred treat- 
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ment of net profits after their accumula- 
tion, demanded a thorough sounding of the 
professional temper and a careful weight- 
ing of a good many controversial points. 


II 

Probably no one today objects to the 
grouping of capital stock and surplus un- 
der the single heading of net worth. Yet 
it was not many years ago that tradition 
demanded the stating of capital stock as 
the first liability on the balance sheet and 
surplus as the last. It was said that capi- 
tal stock was the most important of the 
liabilities and represented an investment 
in the fixed assets which, again tradition- 
ally, appeared first on the assets side. Sur- 
plus, on the other hand, was not only the 
excess of assets over liabilities, but was re- 
flected for the most part in current assets 
which commonly wound up the property 
side of the balance sheet. 

Tradition changed. Working capital 
now demands a greater emphasis on the 
balance sheet, while capital stock and sur- 
plus are no longer regarded as being pri- 
marily invested in separate groups of as- 
sets. The classification of liabilities by equi- 
ties now finds universal acceptation. 

It has been urged that where the capital 
stock of a corporation has no par value, 
the distinctions between capital stock and 
the various sorts of surplus have become 
lost and that net worth should be dis- 
played, for balance sheet purposes at any 
rate, as a single figure. The argument gains 
plausibility in those instances in which ad- 
ditional shares of no-par stock are sold 
after surplus has accumulated, and after 
an enhancement in the share valuation has 
occurred because of such accumulation. 
Should not all surplus be transferred to 
capital stock account upon the sale of a 
substantial block of no-par-common 
shares? The answer is not difficult. The 
selling price of the new shares depends not 
so much on the size of surplus as on the 
proven ability of the company to pay divi- 
dends. In smaller corporations where there 
may indeed be a closer connection between 
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the values contributed in exchange for new 
shares and the book value of shares previ- 
ously outstanding, there is some doubt 
whether the old shareholders will view 
with favor the conversion of an account 
containing future dividend-paying possi- 
bilities into an account which can be real- 
ized, if at all, only upon the liquidation of 
the company. 

The separation of the contributions of 
new shareholders into a stated value for 
that block of stock and paid-in surplus 
against which dividends may be charged 
has been resorted to in not a few instances. 
Again the stockholders have good cause to 
object (in this instance, the new stockhold 
ers) because of the unconservative possi- 
bility of paying back to them as dividends 
a portion of their contributions. 

But the strongest argument against the 
attempt to put the old and new no-par 
shareholders on an equal footing with re- 
spect to capital stock and surplus is that 
little is gained by so doing. In the ordi- 
nary case, dividends probably will not be 
paid out of surplus existing prior to the 
sale of a substantial number of new shares, 
and it would be condemned universally as 
unsound corporate practice to pay divi- 
dends to either old or new shareholders 
from the proceeds arising from the sale ot 
new shares. So, at least, the membership of 
this association expressed itself in the 
earned surplus questionnaire’ sent out two 
years ago, in the ratio of 1038 to 1. 

This same questionnaire revealed that 
the great majority of accountants favor 
the separation of contributions of stock- 
holders from surplus and the separation of 
capital surplus from surplus arising from 
earnings. No argument was presented 
which would justify any other procedure, 
exception being made, of course, to the re- 
duction, under proper conditions, of an 
operating deficit by the decrease of par or 
stated values. 

The Committee’s efforts, therefore, were 
divided, as to subject matter, between: 


1See Appendix B. 
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1. A general description of forms of sur- 
plus other than earned, and the inclusions 
and exclusions thereunder ; 

2. A comprehensive examination of the 
concept of earned surplus and profits; and 

8. The display of surplus accounts on 
financial statements. 

In general, the effort was made to in- 
duce the profession to make the clearest 
possible presentation of surplus accounts 
and to encourage a strict adherence to cer- 
tain minimum practices without which it 
was believed the accountant would fall 
short in his duties to his client and the 
public. 


Ill 


“Capital surplus” was selected as the 
general term to cover revaluation surplus 
and the various forms of paid-in surplus. 
As a balance-sheet title its use was con- 
demned for the reason that the substitu- 
tion of the names of its components is al- 
ways to be preferred. As a generic term its 
use should be valuable, however, if for no 
other reason than that it affords a good 
substitute for the phrase “surplus other 
than earned.” One of our members raised 
strenuous objections to the inclusion of re- 
valuation surplus under the heading of 
capital surplus because of the proposition, 
held by him and possibly by many others, 
that revaluation surplus is a mere valua- 
tion account in the same sense as is a re- 
serve for depreciation, and that it is placed, 
by courtesy only, in the net worth section 
of the balance sheet, because of its eventual 
realization as earned surplus. The Com- 
mittee developed a different concept of re- 
valuation surplus and recognized its close 
relation, under this concept, to undisputed 
forms of capital surplus. 

Paid-in surplus is generally looked upon 
as arising from: 

1. The excess of values received, in the 
sale of stock, over par or stated values; 

2. The excess of par or stated values 
over the cost of stock retired; 

8. Gains, less losses, from the sale of re- 
acquired stock; 
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4. Assessments 
and 

5. Donations by stockholders or others, 

Profits from the sale of reacquired or 
treasury stock are, according to a number 
of accountants, including a few members of 
this association, a proper addition to 
earned surplus. Yet the great majority 
favor that treatment only if the profit is 
small. If substantial, the same objection 
would arise as was noted in a preceding 
paragraph under the sale, in the first in- 
stance of additional block of no-par com- 
mon stock where a portion of the stock- 
holder’s contribution is credited to surplus, 
There is, too, a moral issue at stake, name- 
ly, shall a corporation, notwithstanding 
liberal statutes, deal in its own stock? This 
consideration doubtless influenced many an- 
swers to the questionnaire, in spite of the 
oft-repeated assertion that an accountant 
deals with facts, not issues. 

Donated surplus as a variety of paid-in 
surplus may occasion some surprise. When 
it is remembered, however, that most forms 
of donated surplus come from stockhold- 
ers and that the recommendation is made 
that the various sorts of paid-in surplus 
be described on financial statements, it will 
be realized that paid-in surplus becomes a 
convenient term to designate the family 
sub-genus of items which may be found 
under that head. Perhaps the inclusion of, 
say, a donated factory site under the head- 
ing of paid-in surplus may be most seri- 
ously questioned. However, a factory site 
donated by a chamber of commerce is never 
contributed as a source from which divi- 
dends may be paid; rather is it not actu- 
ally a contribution made in lieu of calling 
upon the assets representing the equity of 
stockholders, and, therefore,.a contribu- 
tion made on behalf of stockholders? For 
income tax purposes such donations have 
been held to constitute taxable income to 
the corporation in the year of the dona- 
tion ; would it not be more logical to regard 
them as investments made for the stock- 
holders and, therefore, taxable income to 
the stockholders? In my opinion, yes. 
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IV 


In building up the concept of earned 
surplus proper, the question of net profits 
had to be met. So far as is known the Com- 
mittee has attempted for the first time to 
indicate the sources of corporate profits. 
The Committee reported as follows: 


Profits .. . arise from transactions resulting 
in the acquisition of cash or of property which 
at the time of its receipt may ordinarily be 
classified as, or converted into, a current as- 
set; or from transactions in which the con- 
sideration received includes the complete or 
partial discharge of a liability.” 


Net profit then, is the residuum of profits 
after their decrease by expenses and losses 
arising during the period in which the 
profits have been made. The problem of 
expense and loss allocation can scarcely be 
reduced to a definition and will be omitted 
here. But in endeavoring to point out the 
effects on the balance sheet of profit trans- 
actions, it is hoped that future attention 
may be centered in the recognition that 
must be accorded the types of assets, 
changes in the valuation of which are to be 
termed profits. Perhaps the limitations im- 
posed by the Committee may ultimately 
be regarded as too narrow; for the time 
being they would appear to reflect the 
present conservatism in accounting prac- 
tice, at least that evidenced by the question- 
naires above referred to. 

Under the described sources of profits, 
are profits reflected in instalment receiv- 
ables properly a part of earned sur- 
plus? Yes, provided the receivables can be 
regarded as a current asset. In all ordi- 
nary cases instalment accounts can be so 
regarded, for the reason that they may be 
converted into more liquid form should the 
demands on working capital so require. 
This basis would not recognize profits in 
the exchange of capital assets, nor in the 
sale of any asset in return for unmarket- 


? The definition is reproduced in full in Appendix 
A. 
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able paper. While the principle involved 
leads to difficulties in the interpretation of 
certain transactions, it is hoped neverthe- 
less that a discussion of the source of 
profits as defined will lead to a more defi- 
nite conclusion as to the nature and recog- 
nition of profits in general. 

Another hoped-for topic of discussion is 
the indicated inclusion in profits of the un- 
compensated-for discharge of a liability. 
Transactions of this nature are not fre- 
quent, but they have been raised in the 
courts. The underlying principle is of a 
sufficiently theoretical character to deserve 
a careful formulation. 

As finally phrased the earned-surplus 
definition is as follows: 


Earned surplus is the balance of the net 
profits, net income, and gains of a corporation 
after deducting losses and after deducting 
distributions to stockholders and transfers to 
capital stock accounts. 


“Net income” refers to financial and 
other enterprises not engaged in mer- 
chandising pursuits where the term “net 
profit” is not employed. “Gains” and 
“losses” are intended to cover surplus 
credits and debits which some accountants 
choose to omit from the statement of profit 
and loss. At this point, a digression from 
the subject in hand may be pardoned. Some 
of our text-writers have developed the con- 
cept of “extraneous” profits’ and losses, 
for somewhat the same reason perhaps that 
practitioners have employed the term 
“non-recurring charges.” While the latter 
may be properly (and all too often im- 
properly) applied to a recasting of net 
profits under a proposed plan of refinanc- 
ing, the practice of carrying profits and 
losses direct to surplus is never justified 
and should be abandoned. 


* Generally this term is interpreted as the profit 
of a merchandising corporation arising through 
non-merchandising transactions. To say “the ex- 
traneous profits of a corporation” is to misname 
the gains from the miscellaneous activities in which 
a corporation must of necessity engage. 
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I come now, not without some fear of the 
consequences, to the moot question of ap- 
preciation. We have been afflicted so fre- 
quently in recent years with broadsides 
from the appraisal companies urging the 
adoption of reproduction cost of fixed 
assets as the basis for balance-sheet valua- 
tion, and with court decisions in which the 
idea of property has become hopelessly con- 
fused with cost of reproduction and cost 
of reproduction and replacement with 
present values, that it is no wonder the 
members of our Association and of the 
Institute have expressed themselves as fa- 
voring almost any consistent theory of 
fixed asset valuation and depreciation. 

When the first report of the Committee 
made its appearance a year ago, it con- 
tained a statement to the effect that if 
appreciation were expressed on the balance 
sheet, the credit half of the transaction 
should be treated as neither unrealized nor 
realized appreciation but rather as “re- 
valuation surplus,” to be permanently 
maintained as such. That is to say, if ap- 
preciation is regarded by the management 
as being sufficiently real as to warrant an 
increase in the balance-sheet valuation of 
fixed assets, the act of creating the addi- 
tional value is closely analogous to the 
permanent capitalization through a stock 
dividend of any form of surplus or to a 
process of recapitalization whereby sur- 
plus becomes forever merged with the 
statutory liability to investors. The write- 
up is simply a recognition of an advance 
in the price-level of the fixed assets with 
which the business operates. If the fixed 
assets are to be replaced at a price less 
than cost, no good reason appears for the 
expression of appreciation. Many of the 
proponents of the appreciation idea con- 
fuse the requirements of a financial state- 
ment with the process of price-setting and 
become inextricably entangled. 

Let it be said that the so-called true cost 
of the services performed by fixed assets is 
only one of a number of costs which may 
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differ from the money value of such costs 
reflected on books of account and in f- 
nancial statements. Under any system of 
accounting thus far conceived, these true 
costs are not yielded, although in the aver- 
age case ordinary accounting procedure 
produces satisfactorily close results. And 
what is perhaps worse, cost of replacement 
or the present value of the fixed-asset serv- 
ice is not obtained through costs of repro- 
duction. Yet it is cost of reproduction, 
without, in most instances, allowances for 
obsolescence and inadequacy that are put, 
where appreciation is expressed at all, on 
the balance sheets of American enterprises. 
The distortion that results is without ques- 
tion misleading to the average observer 
and, excepting the appraisal companies, 
can satisfy no one. 

Until something more can be learned by 
bankers and business executives about 
price-levels and costs of services, it seems 
futile to attempt to give expression to costs 
of reproduction as a measure of present in- 
vestment. One might even go further and 
question whether the values furnished by 
appraisers are even costs of reproduction, 
but such an inquiry is unnecessary here. 

Yet where costs of reproduction have 
been expressed on financial statements, 
what else can be done except to assume 
that the corporate management is pro- 
claiming to the world changes in price- 
levels which have been accepted as factors 
to be reckoned with in the future of the 
enterprise? Why do they not belong as 
much in statements of profits and loss as 
well as in balance sheets? The preparation 
of a balance sheet on one basis and a state- 
ment of profit and loss on another is an 
inconsistency of which accountants might 
well rid themselves in the shortest possible 
time.* Our textbooks have for the most part 


* Castenholz, in his recent book, A Solution to the 
Appreciation Problem, advocates the charging to 
expense of depreciation on appreciation with a 
corresponding credit to earned surplus, the balance 
sheet, however, containing no appreciated figures. 
This procedure is the exact reverse of what the 
accountant so often encounters in practice, and is 
just as incongruous. 
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proceeded on the realized appreciation 
theory which originated under the war ex- 
cess-profits-tax law. This law frankly 
recognized a basis for invested capital in- 
consistent with the basis to be used in 
ascertaining taxable income; and the re- 
alized-appreciation theory, at that time 
bridging the gap, has been inherited by us 
with the curious complaisance which has ac- 
companied our adoption of other taxable 
income theories and confusing them with 
accounting procedure. The Committee fi- 
nally yielded to this widespread practice of 
recognizing an annual realization of appre- 
ciation, but only in the instances where the 
practice had already been established. In 
new cases it is hoped that the profession 
will recognize the Committee’s original 
recommendation, or, better, give expression 
to appraisal values only parenthetically. 
VI 

Earned surplus is conceived by the Com- 
mittee as dating from the formation of an 
enterprise and not before. This means the 
date of incorporation, or in the case of 
subsidiary enterprises whose assets and 
liabilities are being included in a consoli- 
dated balance sheet, the date on which a 
controlling interest was acquired. Over this 
the members of our Association expressed 
no doubt, but the point lacks a clear ex- 
position in our textbooks. Where a merger 
or consolidation has been effected without 
substantial change of beneficial interests— 
as, for example, through an exchange of 
stock—the real date of formation is the 
date the underlying enterprise or enter- 
prises were established. Under these condi- 
tions the reorganization does not affect 
earned surplus unless a portion of the new 
stock issued is the equivalent of a stock 
dividend. 

Dividends paid, according to the Com- 
mittee’s report, are presumed to come from 
earned surplus ;coming from other sources 
the balance sheet must be qualified, at least 
at the end of the year in which the dividend 
is paid. 
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Other recommended balance-sheet prac- 
tices are: (1) the disclosure of changes in 
earned surplus and other forms of surplus 
during the interim beginning with the last 
generally available report, a practice that 
might well be extended to all net-worth 
items; (2) a complete separation of 
capital stock from earned surplus and 
other forms of surplus as already noted 
herein; (8) a grouping under the general 
heading of earned surplus of the items of 
so-called appropriated surplus.’ These 
recommendations are made solely in the 
interest of clarity and would seem definitely 
to increase the value of the balance sheet 
in the hands of every interested person. 

In the final paragraph of its report the 
Committee has made the following state- 
ment: 


Occasions will arise where the practice as 
herein set forth cannot be strictly complied 
with, due to properly authorized corporate 
action under permissive statutes, or to agree- 
ments between a corporation and its bankers 
or investors. In these instances adequate dis- 
closures must be made. A disclosure may be 
general or specific and it may be limited to 
the year of the transactions or continued, ac- 
cording to the relative amount and significance 
of the item.® 


It would be a mistake to interpret this 
paragraph as vitiating in any way the 
positive statements contained in the para- 
graphs that precede it. It is simply a 
recognition of the difficulties surrounding 
the adoption of the report by practi- 
tioners. No definition of earned surplus, 
this or any other, can be accepted in toto 
by any practitioner or textbook author 
without some modification of his previous 
practices and beliefs. Definition-making in 
accounting is a ploughing of unbroken 
ground. Some traditional beliefs must of 
necessity be forever ploughed under. 


*The balance of earned surplus may be desig- 
nated “Unappropriated.” 

*A disclosure, as used here, is a statement of 
fact or opinion added, as necessary information, 
to a balance sheet or other financial statement. In 
an auditor’s certificate, disclosures become quali- 
fications. 
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Definition of Earned Surplus 
Earned surplus is the balance of the net 
profits, net income, and gains of a corporation 
after deducting losses and after deducting dis- 
tributions to stockholders and transfers to 
capital-stock accounts. 


Collateral Definitions 


Surplus consists of capital surplus and 
earned surplus. Capital surplus comprises 
paid-in surplus and revaluation surplus, that 
is, all surplus other than earned surplus. Paid- 
in surplus is the amount received from the sale 
or exchange of capital stock in excess of its 
par or stated value; the excess of the par or 
stated value of capital stock retired over the 
amount paid therefor; profits on resales of 
treasury stock; and surplus arising from a 
recapitalization. Paid-in (or donated) surplus 
also includes donations to a corporation by its 
stockholders or others of cash, property and 
capital stock. Revaluation surplus is the ap- 
preciation recognized as arising from an ap- 
praisal of fixed assets. 

Net profits, net income, and gains include 
profits from the disposition of any corporate 
asset (other than the corporation’s own capi- 
tal stock), and arise from transactions re- 
sulting in the acquisition of cash or of prop- 
erty which at the time of its receipt may 
ordinarily be classified as, or converted into, 
a current asset; or from transactions in which 
the consideration received includes the com- 
plete or partial discharge of a liability. 


Standard Practice in Presentation of 
Surplus Accounts 


The unqualified terms “surplus” and “capi- 
tal surplus” are not sufficiently descriptive 
captions for balance-sheet purposes. 

Earned surplus is not properly merged with 
capital stock or with capital surplus on the 
balance sheet. 

Earned surplus accumulates from the date 
of incorporation or from the date of a re- 
capitalization when a deficit is absorbed by 
the authorized reduction of the par or stated 
value of the outstanding capital stock. 

Changes in earned surplus during the fiscal 
period following the date of the next previous 
balance sheet are pertinent details on balance 
sheets not accompanied by a statement of sur- 
plus. 
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Extension and improvement reserves, re- 
serves for the retirement of corporate securi- 
ties and other appropriated earned-surplus 
items, although not available for distribution 
to stockholders, are properly shown as sub- 
divisions of earned surplus on the balance 
sheet. Where it is provided that retirements 
of a preferred stock or bond issue are to be 
made “out of earnings” and where it is the 
intent of the provision that earnings of an 
equivalent amount are to be retained in the 
business, such earnings should be segregated 
and distinguished on the balance sheet from 
unappropriated earned surplus. 

Dividends paid in cash or property are 
properly charged against earned surplus, 
Stock dividends are reductions of earned sur- 
plus or of capital surplus in accordance with 
the authorization therefor. A loss resulting 
from the retirement of capital stock or from 
the sale of treasury stock is a reduction of 
paid-in or of earned surplus, according to the 
nature thereof. Disclosures are necessary 
when dividends, losses, or expenses are de- 
ducted from capital surplus. 

Profits from the sale of fixed assets should 
be disclosed in the year of the transaction if 
the amounts are relatively significant. 

When a corporation states its fixed proper- 
ties on the basis of appraisal values which ex- 
ceed the former book values, depreciation com- 
puted on the appraisal values is properly 
charged against operations. If a corporation 
has not in any way legally or morally obli- 
gated itself to maintain the assets at their 
increased valuation out of earnings, deprecia- 
tion on the excess of appraisal over book 
values may, by reason of past practice, be 
charged directly against revaluation surplus, 
provided a disclosure is made. 

Surplus of a subsidiary corporation ac- 
cumulated prior to the date of the acquisition 
of its stock by a parent corporation is not a 
part of consolidated earned surplus. A divi- 
dend declared out of such surplus by a sub- 
sidiary is applicable by the parent corpora- 
tion as a reduction of its investment in the 
subsidiary. 

Occasions will arise where the practice as 
herein set forth cannot be strictly complied 
with, due to properly authorized corporate 
action under permissive statutes, or to agree- 
ments between a corporation and its bankers 
or investors. In these instances adequate dis- 
closures must be made. A disclosure may be 
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general or specific and it may be limited to the 
year of the transaction or continued, accord- 
ing to the relative amount and significance of 
the item. 
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Summary of Results from Questionnaire 
of May 9, 1928 


Question 1. Should earned surplus be re- 
stricted to the undistributed balance of earn- 
ings arising from the operations of the present 
corporation? 

This question was faultily worded in that 
it presented two issues for a single “yes” or 
“no”—the first, whether only “operating” 
earnings should be included in earned surplus 
and second, whether earned surplus might 
date back to a predecessor organization. Be- 
cause the second question starts with an “or,” 
many rightly presumed that the intent of the 
first question was to refer to the nature of 
earnings rather than to the purchase of a sur- 
plus account by a successor corporation. 
Question 2. Or may earned surplus include, 
without qualifying comment, profits arising 
from the sale, in toto or in relatively large 
amounts, of a company’s plant assets? 

Like the first, this question was vaguely 

phrased. While the majority of answers were 
in the negative as opposed to the affirmative 
auswers to the first, it is probable that the 
“no” indicated the necessity of qualification, 
not the propriety of including profits from the 
sale of capital assets. 
Question 3. If the 100 per cent-owned sub- 
sidiary is dissolved and its assets and liabili- 
ties are taken over by the parent company, 
may its earned surplus (all of which was 
earned subsequent to the date of acquisition of 
its stock by the parent company) be consid- 
ered to represent earned surplus of the parent 
company and be included therein without 
qualifying comment? 

If consolidated statements had been pre- 
pared, the net profit of the subsidiary com- 
panies accumulated since contro] was secured 
would have already been absorbed in consoli- 
dated earned surplus and no qualifications 
would now be necessary. A number of replies 
in the negative assumed that consolidated 
statements had not been made and indicated 
that qualification would be essential. 

Question 4. In preparing a consolidated bal- 
ance-sheet of a parent company and its 100 
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per cent-owned subsidiary, may the surplus 
of the subsidiary, earned prior to the date of 
acquisition of its stock by the parent company, 
be considered to be a part of the consolidated 
earned surplus and be included therein with- 
out qualifying comment? 

As in the case of Question 3, the phrase 
“without qualifying comment” confused the 
issue and possibly raised the majority per- 
centage. Due to replies to other questions re- 
lating to the same subject, no great reduction 
could have been expected. Most replies in- 
dicated that the inclusion of surplus prior to 
the period of control with surplus subse- 
quently earned was highly improper and that 
if such surplus did not cancel off against the 
cost of the investment in the capital stock of 
the subsidiary, it should appear on the con- 
solidated balance-sheet as paid-in surplus. 
Question 5. May surplus arising from the 
sale of a corporation’s par-value stock at a 
premium or from the sale of stock of no-par 
value at an amount per share in eacess of its 
stated value be considered as earned surplus 
and included therein without qualifying com- 
ment? 

The answers to this question were practi- 

cally unanimous in the negative. A few replies 
had qualifications attached to them indicating 
that the answer was dependent upon the con- 
trolling state law. 
Question 6. Is an unrestricted cash donation 
made to a corporation by one of its principal 
stockholders a proper credit to earned sur- 
plus? 

A majority of the replies to this question 
were in the negative, notwithstanding that 
three of the largest accounting firms in the 
country replied in the affirmative. The inclu- 
sion of a donation under earned surplus would 
be an obvious contradiction of terms. 
Question 7. If a corporation realizes actual 
profits on the purchase and subsequent resale 
of its own stock for cash, may such profits 
properly be included in earned surplus with- 
out qualifying comment? 

Profits from the sale of treasury stock were 
voted out as earned surplus. Some of the an- 
swers indicated that if the amount of profit 
was small, no harm would result from con- 
solidation. Other answers presented no ob- 
jection to the inclusion in earned surplus of 
such profits but indicated that on the balance- 
sheet a continuous disclosure would be neces- 
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sary. A continuous disclosure would, of 
course, be the equivalent of putting the profits 
into a capital surplus acount. 

Question 8. May surplus arising from recapi- 
talization, created by writing down the par 
or stated value of the corporation’s capital 
stock, be merged with the earned surplus un- 
der the title of “Surplus” on a published bal- 
ance-sheet, without qualifying comment? 

Most of the replies were in the negative, al- 

though a good many were qualified with refer- 
ence to the Delaware law and the law of 
other states which permit the transfer of a 
portion of stated value to surplus available 
for dividends. 
Question 9. If deficits covered by operating 
losses suffered by a corporation in prior years 
have been wiped out by means of a recapitali- 
zation (not reorganization) may the surplus 
actually earned since the date of recapitaliza- 
tion be shown, without qualification, as the 
earned surplus of the corporation? 

The majority opinion on the point here pre- 

sented was in the affirmative, but was in most 
replies qualified by a statement to the effect 
that it might be well to qualify the new sur- 
plus account for several years, setting forth 
the date on which it commenced to accumulate. 
Such comment on the balance-sheet would ap- 
pear to be a qualification. 
Question 10. If a corporation takes up on its 
books appraisal of fixed properties which is in 
excess of the former book values, should the 
depreciation on the new values be charged en- 
tirely against the year’s operations and thence 
into surplus? 

Eighty-five per cent of the replies to this 

question were in the negative, yet the Com- 
mittee in the end came to the conclusion that 
the affirmative answer was correct. This is the 
only question on which the Committee found 
itself compelled to take an attitude against 
majority. 
Question 11. Or is it proper for a corpora- 
tion to charge depreciation on appreciation 
against the capital surplus arising from ap- 
preciation and to charge against the earned 
surplus only the depreciation on the old book 
values, either by making the charges directly 
to capital surplus and earned surplus, respec- 
tively, in the first instance, or by charging the 
entire provision against earned surplus with 
concurrent transfers from earned surplus to 
capital surplus of the depreciation taken on 
the appreciation? 
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This question being an alternative of Ques. 

tion 10 would call for an affirmative answer 
if one answered the previous question in the 
negative. Affirmative replies on Question 10 
and negative replies on Question 11 were re 
ceived from two nationally-known accounting 
firms. 
Question 12. If the agreement covering the 
issue of preferred stock by a corporation pro 
vides for the setting aside annually out of 
earnings on March Ist of each year, of a 
stipulated sinking-fund provision, is it neces- 
sary to qualify the earned surplus account on 
a December 31st balance-sheet with respect to 
the provision to be made on March Ist of the 
succeeding year? 

The majority of the replies were in the 

affirmative. Many took the opposite stand, in- 
dicating in their answers that provisions of 
the agreement with preferred stockholders 
should be referred to under the heading of 
capital stock. 
Question 13. Should surplus appropriated for 
the retirement of preferred stock under the 
provisions of a preferred-stock agreement be 
considered as permanently appropriated until 
the entire issue of preferred stock has been 
retired? 

A great many answers stated that much 
would depend on the agreement with pre- 
ferred stockholders. It was intended that the 
question be limited to those cases where no 
agreement governed. As in the case of sinking- 
fund provisions for bonded indebtedness, the 
reserve is desirable for the protection of the 
investor. Presumably the proceeds of the 
original issue were necessary for the fixed- 
asset and working-capital requirements of the 
business. If nine-tenths of an issue has been 
retired, an equivalent amount should have been 
accumulated in the surplus reserve. Other- 
wise, if the balance of surplus is small, it may 
be necessary, perhaps impossible, to pay off 
the remaining one-tenth except by depleting 
the investment in capital assets or current 
assets. The desirability of a sinking-fund re- 
serve is not sufficiently recognized by the rank 
and file of the accounting profession, notwith- 
standing the majority answer of “yes.” 
Question 14. Is the gain arising from the can- 
cellation of an open account payable by the 
parent company a proper credit to earned 
surplus by subsidiary? 

The majority answer was “no.” A number 
who replied “yes” possibly forgot that the 
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holding company is a stockholder and that 
a stockholder’s contribution in excess of his 
stock subscription is paid-in surplus. Others 
contended that the proper entry depended on 
the disposal of the item by the parent com- 
pany. From the nature of the question it would 
seem obvious that the parent company had 
added the sum to its investment account. A 
few correctly stated that if the obligation re- 
lated to services and the bill had been can- 
celed, the earned-surplus account of both com- 
panies would have been affected. 

Question 15. If an appraisal of fixed assets 
has been taken up on the books of a corpora- 
tion and if the appraised values have been 
fully depreciated by charges to operations 
from year to year, is it sound accounting pro- 
cedure after the full depreciation has been 
provided, to transfer the surplus arising from 
appreciation from capital surplus to earned 
surplus? 

In view of the answers to Questions 10 

and 11, an affirmative answer would be ex- 
pected here. A number of persons took the 
position that the revaluation surplus was in 
reality a reserve for replacements and should 
remain without transfer to earned surplus. 
Inasmuch as a replacement reserve is ordi- 
narily a division of earned surplus, a negative 
answer based on that reasoning would be in- 
consistent. 
Question 16. In the event a bond issue is re- 
tired, is it sound accounting procedure to 
charge off the discount unamortized at date 
of retirement against a surplus arising from 
an appraisal of the company’s fixed assets? 

The answer here was overwhelmingly “no.” 

Many answers brought out the fact that the 
accounts were in no way related. 
Question 17. If, in a plan of recapitalization, 
a bond issue is retired and a capital surplus 
is created by reducing the par or stated value 
of a corporation’s capital stock, is it sound 
accounting procedure for the corporation to 
write off the discount unamortized at date of 
retirement against the capital surplus created 
by reducing the par or stated value of the 
stock? 

A bare majority answered “yes,” presum- 
ably basing their conclusion on the supposition 
that the reduction of the stated value had 
been made for the purpose of absorbing the 
unamortized discount. Without this hinted-at 
connection, the answer would have deserved a 
“no,” since bond discount, without special 
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provision therefore, can be charged properly 
only to profit and loss. 

Question 18. Is it sound accounting procedure 
to write off the unamortized discount on bonds 
still outstanding against capital surplus cre- 
ated by writing down the par or stated value 
of the corporation’s capital stock, in order to 
relieve future earnings of the annual amor- 
tization charge? 

This question differs from the preceding 

by suggesting a write-off bond discount with 
bonds outstanding, as the result of a refinanc- 
ing. The contrast of position and the inevi- 
table “no” that accompanied the answers do 
not definitively cover the field that lies be- 
tween. For example, in Question 17, what 
would the average answer have been if the 
bonds had not been retired during the finan- 
cial reconstruction? 
Question 19. In preparing a balance-sheet, is 
it sound accounting procedure to show losses 
from operations as a charge against capital 
surplus and to carry forward the net figure 
as capital surplus in stating the opening sur- 
plus on the balance-sheet prepared at the end 
of the succeeding year? 

As in the case of other questions involving 
charges to capital surplus, the majority of 
answers were opposed to the reduction of the 
various forms of capital surplus by items that 
would normally diminish earned surplus. The 
questions involving this point were not broad 
enough to enable the profession to outline its 
views with precision. 

Question 20. Would it be sound accounting 
procedure for a corporation to write off good- 
will or other intangible assets by charging 
them off against a surplus arising from the 
appraisal of the company’s fixed properties? 

The answers to Question 20 offer an inter- 
esting study as between groups: 

(a) Practically all the larger firms of ac- 
countants answered in the affirmative. 

(b) A bare majority of Institute members 
answered in the negative. 

(c) A large majority of the A.A.U.I.A. 
members answered in the negative. 

Probably the significance is as follows: In 
theory the distinction between revaluation sur- 
plus and goodwill is such that no interrela- 
tion or offset is possible; the first is a valu- 
ation account reflecting enhanced capital as- 
set worth, while the second is usually the ini- 
tial valuation expressing capitalized earning 
power. Experience in dealing with goodwill, 
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however, has apparently convinced practition- 
ers that this intangible is also, more often than 
not, a valuation account which might prop- 
erly reduce the par value of the stock issued 
for it. In reality, therefore, this question deals 
with two valuation accounts. To offset one with 
the other means that the practitioner has 
reached the conclusion that recent increases 
in the values of tangible assets are more real 
than initial values of intangible assets and 
that no objection can be raised to the elimina- 
tion of so much of the good-will account as is 
represented in increments recognized as exist- 
ing in tangible valuations. 

Question 21. Should all dividends declared be 
considered to be payable out of earned sur- 
plus, unless definitely stipulated otherwise in 
the declaratory resolution? 

The answers here were overwhelmingly in 
the affirmative. It is thus safe to say that the 
accounting rule is: dividends, both in cash and 
in stock, are chargeable to earned surplus even 
though a deficit is created, unless the directors 
elect to authorize the reduction of some other 
form of surplus. Another application of the 
same rule: a deficit created by a dividend can- 
not properly be merged with paid-in or re- 
valuation surplus. 

Question 22. Should dividends declared by a 
subsidiary out of the earnings accumulated 
by the subsidiary prior to the date of its ac- 
quisition by the holding company be added to 
the earned surplus of the holding company? 

The inference underlying the ruling nega- 

tive answers to this question is that the divi- 
dends of a subsidiary paid from surplus 
earned prior to the period of control are prop- 
erly a reduction of the investment account of 
the holding company. A few answers con- 
tained the qualification that the credit to 
earned surplus would be proper if the stock 
had been purchased for not more than par 
or for substantially less than its book value. 
These few apparently did not recognize the 
general rule that credits to the earned surplus 
account of a holding company are always 
earned profits of the consolidated group ex- 
cept in the event of the existence of the un- 
completed transactions. 
Question 23. Should dividends be declared, 
“payable out of the surplus of the corpora- 
tion” without any definite designation of the 
surplus out of which they are payable, in ex- 
cess of the balance in earned surplus be shown 
to produce a deficit? 
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On this question, and on this question alone, 
Institute members and accounting instructors 
parted company. Yet the difference does not 
seem to be one of theory or of the applica- 
tion of theory; it lies rather in the significance 
of “capital surplus” as used in the question, 
For some reason a number of instructors 
made clear that they assumed that capital 
surplus might have originated in earned sur- 
plus, i.e., might consist at least in part of ap- 
propriated surplus. No textbooks have been 
found that so define capital surplus but it is 
probable that if a few instructors made such 
an assumption, many others did also. It seems 
safe to assume that had the usage of the terms 
employed in the questions been made clear, 
more answers would have been alike. In any 
event, it seems difficult to believe that account- 
ing instructors would favor the concealing of 
a deficit created by an ignorant or improvi- 
dent board of directors. It is likewise diffi- 
cult to believe that accounting instructors 
would favor the use of the word “surplus” as 
meaning anything else than “earned surplus” 
except where all concerned were put on notice 
by appropriate description or qualification. 
Question 24. Or may such dividends, if de- 
clared in excess of the balance in earned sur- 
plus, be shown on the balance-sheet as a de- 
duction from all types of surplus combined? 

There was a slim majority of affirmative 
answers to this question. A number of an- 
swers were counted as affirmative that read 
substantially as follows: “Yes, provided 
earned surplus were shown as having been 
exhausted.” Undoubtedly this type of answer 
would indicate that only the balance not ab- 
sorbed by earned surplus should be subtracted 
from the other forms of surplus. Others as- 
sumed, as in their answers to Question 23, 
that capital surplus might consist, in whole 
or in part, of appropriated earned surplus. 
Another group made plain that their answer 
would depend on the law of the state under 
which the corporation was formed. 

Question 25. If dividends are to be shown on 
the balance-sheet as a deduction from all 
types of surplus combined, should not the 
board of directors of the corporation take ap- 
propriate action to designate the specific sur- 
plus accounts from which the dividends are 
to be considered to have been payable, in or- 
der to permit the proper segregation of the 
balances in the several surplus accounts as 
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Perhaps the affirmative answers to Question 
94 were partly dependent on the phrasing of 
Question 25, nearly all the answers to which 
were “yes.” This answer can only mean that 
the accountant stands ready to charge capital 
surplus with dividends provided the directors 
will assume the responsibility. Needless to 
add, many would doubtless insist that the 
balance-sheet contain needful disclosures 
where such action is taken. 


As a whole, the questionnaire was de- 
fective in not presenting sufficiently broad 
theory questions and in setting forth 
practical situations with too much detail 
left to the imagination. Yet the response 
indicated a genuine interest in the Com- 
mittee’s activities and did much to encour- 
age a completion of the project. A dozen 
firms, including practically all of the na- 
tionally-known organizations, submitted 
group replies with supporting reasons at- 
tached which proved to be of great value. 

Below is a tabulation of replies received 
from members of the American Institute of 
Accountants and members of the American 
Association of University Instructors in 
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Accounting in terms of the ratio of the ma- 
jority reply to the total replies received: 
Ratio of majority reply to 
Majority total replies from members of 


Question reply A,A.U.1.A. 
1 Yes 62% 10% 
2 No 58 71 
3 Yes 77 71 
4 No 74 82 
5 No 97 99 
6 No 89 96 
7 No 65 13 
8 No 90 93 
Yes 66 70 
10 No 85 85 
ll Yes 90 89 
12 Yes 64 62 
13 Yes 79 18 
14 No O+ 81 
15 Yes 17 13 
16 No 88 90 
17 Yes 54 53 
18 No 85 94 
19 No 89 83 
20 No 52 16 
21 Yes 97 97 
22 No 13 17 
23 Yes 51 — 
23 No ae 56 
24 Yes 59 58 
25 Yes 97 97 


A STUDY OF PUBLIC ACCOUNTING PERSONNEL 


FROM THE VIEWPOINT OF PROFESSIONAL 
ADVANCEMENT 


CHEsTER F’. Lay 


E ARE addressing you as a firm active 

VW in the Illinois Society of Certified 

Public Accountants, believing you 
may wish to join us in a pioneer research 
study of a serious problem confronting the 
public accounting profession—that of recruit- 
ing, training, and retaining young men to 
whom may be entrusted the welfare of the 
profession in years to come. The enclosed copy 
of a recent letter from the President of the 
Society will interest you and is self-explana- 
tory. 

While opinions as to what the profession 
demands of, and offers to its practitioners 
can easily be had in conversation and even 
in advertisements, we think there is need for 
a careful and impartial survey of the facts 
as found in the experience of a large number 
of individuals of all ranks in’ public account- 
ancy. Only facts can provide a permanently 
satisfactory approach to the problems of per- 
sonnel which affect every public accounting 
firm and its present and prospective em- 
ployees, as well as the educational side of 
the profession. 

Accordingly, we are offering to assemble the 
essential facts concerning the personnel situ- 
ation in the Chicago district, and our sum- 
mary and conclusions will be freely available 
to you. We believe no such study has ever 
been made and that the findings should be 
useful to you for comparison with your own 
personnel policies and practices. 


The foregoing quotation indicates the 
approach made by a representative of “the 
educational side of the profession” of pub- 
lic accountancy, to accounting practition- 
ers, in an attempt to survey the personnel 
situation in the metropolitan area of Chi- 
cago as of May, 1930. 

But why make the attempt? That in- 
structors as such, are interested in such an 
undertaking may be due to the frequency 
with which they have heard their former 


student express earnest (and sometimes, 
apparently quite just) criticisms of the 
personnel practises intended to induct (or 
initiate) the new generation of public ac- 
countants into the profession for which we 
have tried to prepare them. A temperate 
viewpoint upon wage scales, lack of recog- 
nition of their education in competition 
with those trained only “in the field,” and 
especially upon occupational instability due 
to seasonal work, may be illustrated by a 
bewildered young certified public account- 
ant with a family to care for, who ap- 
pended to his questionnaire the statement 
that: 

. . . the colleges are graduating a number 
of men trained in accounting theory but in- 
experienced in business. This is right, but 
there is no place for them in the industry until 
the first of the year, and then only a very few 
can hope for more than a few weeks’ employ- 
ment at scant pay... . Is it right that a 
learned profession requiring so much in train- 
ing and skill of its employees should offer such 
intermittent employment? .. . these problems 
may be properly presented for help in solu- 
tion to the colleges which are training so much 
material for a profession evidently (already) 
overcrowded. I am not bitter. I want work 
so I can support my family. 


Moreover, instructors are aware that 
leaders among practising accountants are 
also coming to recognize that the interne- 
ship problem in accountancy is far from 
being as adequately solved as in law or 
medicine, as evidenced by editorials’ and 
formal articles in the professional litera- 
ture, by the creation and activities of com- 
mittees on education in a number of state 


* For the most recent, recommending lower wages 
for juniors, see American Accountant, December, 
1930, pp. 583-534. 
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Accounting Personnel and Professional Advancement 


gcieties of certified public accountants, 
wd by the activity of, and diversity of 
judgment concerning, the Placement Bu- 
reau of the American Institute of Account- 
ants. If the apprenticeship method were as 
prevalent here as in Great Britain, the 
parties at interest would be the employer 
and employee, and the present research 
yould not have been carried out; but the 
remarkable extent to which an educational 
section of the profession has grown up and 
tended to supplant the age-old apprentice 
method in recent years, makes it inevitable 
that as an interested but impartial third 
party, representatives of our university 
schools of business should undertake to pro- 
vide a factual basis for the vocational 
choices of the student employee, for the 
formulation or evaluation of personnel poli- 
cies and practises of employing firms, and 
for the guidance of instructors in public 
accounting subject matter as to curriculum 
and teaching method. 

To secure data of sufficient quantity to 
make possible an ideal statistical analysis, 
accounting for all factors involved, and 
adequate for the needs of all three inter- 
ested groups, would require research of 
much greater geographical scope (prefer- 
ably national), and with similarly greater 
mmber of sponsoring organizations, than 
could be utilized in a first attempt to enter 
this hitherto unexplored field of confiden- 
tial, if not sacred, information. Consequent- 
ly, the number of cases represented in this 
study require that caution and judgment 
be used in drawing generalizations from 
them. However, no justification seems nec- 
essary for the writer’s assumption that 
factual data, even if based on relatively few 
cases, are preferable to the paucity of exist- 
ing information on actual conditions and 
difficulties of our former students as to 
salary, rank, and other aspects of their 
fundamental task of securing advancement 
within the profession. 

It was, then, with such a conception of 
the reality and urgency of the personnel 
problem, and of the responsibility resting 
upon the teaching group, that the appeal 
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quoted above was addressed to the 189 
certified public accountants who are prin- 
cipals in the 151 Chicago firms listed in the 
city telephone directory. Practically all ad- 
visers had predicted that accounting firms 
would refuse us access to their staff, but 
thirty-two firms (21 per cent) responded, 
telling us the number of partners, seniors 
and juniors, in their firms, and the number 
of men released from May, 1929, to May, 
1980. Questionnaire forms for employed 
men were then delivered personally to each 
firm. The principal of the firm interviewed 
had these schedules supplied to each mem- 
ber of their staff who was asked to fill in 
the form and return it direct to the uni- 
versity without divulging his name or that 
of the firm. From each firm we received also 
a list of names and addresses of men re- 
leased during the preceding year together 
with the firm’s explanation of reasons for 
releasing them, the reasons being given in 
totals rather than for each individual man. 
Our schedule Sheet 8 was mailed direct to 
these released men. In this manner we se- 
cured practically complete case histories 
of the vocational lives of 260 public ac- 
countants, to the end of the public ac- 
countant’s natural year, May, 1980. The 
adequacy of this sample may be judged in 
part by the following: (1) all known firms 
were given the opportunity to be included ; 
(2) approximately one in five firms did co- 
operate,’ (3) 39 per cent of all men as- 
sociated with these firms during the pre- 
ceding year provided the data requested ; 
(4) returns were received from all ranks in 
the following proportions: owners or part- 
ners, 18 per cent; seniors, 45 per cent; 
semi-seniors, 8 per cent; and juniors, 34 
per cent; (5) of the returns received from 
employees, 57 per cent were from men still 
at work in May and presumably permanent 
members of the staff, while 43 per cent were 
not; (6) the returns represent 46 per cent 

2 Several of the largest and best known firms are 
represented, as well as smaller firms and indi- 
viduals practicing alone: 4 with more than 25 em- 
ployees (all figures are for May); 15 employing 


6 to 25; 4 firms with 5 or fewer; and 10 without 
employees. 
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of all permanent employees, and 37 per 
cent of all men released; and (7) 84 per 
cent of men reporting are college gradu- 
ates, 37 per cent have had some college 
training but did not receive a degree, and 
29 per cent have had no college work. 

Due to the necessity of assuring codper- 
ating firms that their particular salary 
schedules and other personnel practices 
would not be made the subject of criticism, 
all data received (except that relating to 
reasons for releasing men) were entirely 
anonymous. Consequently, the possibility 
of prankish or fraudulent replies had to be 
faced. After careful editing of the Sched- 
ules received upon the basis of internal con- 
sistency and reasonable conformity to con- 
ditions known to prevail in the profession, 
only one return was rejected as probably 
spurious. While not all questions were an- 
swered on every questionnaire, in general 
we were agreeably surprised at the fullness 
of data received, and the evident care taken 
and interest shown in the research by the 
individual accountants. 

The findings relate to the nature of the 
public accounting profession as measured 
by such factors as age, education, experi- 
ence, ranking, and income of its members of 
various ranks; the requirements for, and 
methods of entrance into the profession; its 
occupational instability from seasonal or 
other causes; and the relation of various 
measurable “causal” factors to success 
within the profession. It is not contended 
that this study makes any absolute or final 
settlement of these various questions re- 
lating to vocational aspects of public ac- 
countancy as a career; the reader may 
judge for himself whether and to what de- 
gree the facts stated as true of the 260 
accountants studied may apply generally, 
or in his college or community. Naturally, 
the writer is in the position of investigator 
only, and no implication of approval or 
disapproval of conditions found to exist 
should be read into the following statements 
of fact which, due to limitations of space 
and the special interests of accounting in- 
structors, are restricted in scope to factual 
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data thought to be at least suggestive as 
to needs of the profession for, and its at 
titude toward, the accounting product of 
the schools. First will be presented data 
showing to what extent the profession jj 
permeated with educational influences, after 
which will be considered the bearing of edu- 
cation upon professional advancement. 

The profession is young and so are its 
members as reported to us: mean ages being 
26 for juniors, 34 for seniors, 41 for 
owners, and 82 for all combined. Since the 
responsibility given to beginners is usually 
greater than is true of “internes” in other 
professions, it has been said that “no firm 
can have a large proportion of beginners”; 
yet 46 per cent of our men connected with 
firms sometime during the year 1929-30 re- 
ported a total public accounting experi- 
ence record of less than 24 months. While 
men securing only winter season work may 
have accumulated less than this amount 
and yet not be strictly “beginners,” these 
46 per cent do have less than the mean time 
spent in the junior rank by those pro 
moted beyond it, which is 28 months. Both 
the low average age and the large propor- 
tion with little experience may indicate that 
young men are welcomed to accounting 
firms, but an inexperienced student’s pros- 
pect for securing an opening is influenced 
by the fact that when applying for a posi- 
tion, he is competing with other applicants 
who have already had an average of 7.5 
months’ experience if it be a junior posi- 
tion; 29 months for a place as semi-senior; 
and 36 months for a senior position (aver- 
ages represent prior public accounting ex- 
perience of 225 men at time of securing 
present position). 

Some men enter accounting firms direct 
from school without any type of earning 
experience, some come from bookkeeping or 
accounting positions in private business, 
and others have had non-accounting experi 
ence. Do college-trained men differ from 
others in the route by which they arrive? 
The same percentage of college men (27 
per cent) and men without college train 
ing (26 per cent) have entered entirely 
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without experience; but college men (71 
per cent) have entered via the private ac- 
counting route more frequently than other 
men (63 per cent); while only 2 per cent 
of college men now in public accounting 
have turned to public accounting after hav- 
ing had other non-accounting business ex- 
perience, as contrasted with 11 per cent of 
men who have not attended college who have 
made such a transfer of occupations. 

Some special interest may attach to the 
salary effect of transferring from private 
to public accounting, in view of the great 
preference college men show for this avenue 
of approach. College graduates taken alone 
(excluding “part college” men who did not 
graduate) were able to transfer without a 
loss in monthly income if they had remained 
in private accounting less than two years; 
those whose private experience was more 
than six years incurred a monthly loss of 
$42. If all college men are combined with 
“non-college” men, and extent of private 
experience is ignored, there is an average 
(mean) monthly loss of from $18 to $29 
according to time spent at school, the least 
loss accompanying the greater amount of 
education. Apparently an interneship pe- 
riod is demanded with its depressing effect 
upon income, which experience in other re- 
lated work cannot overcome, but which can 
be partially avoided by education. 

What higher institutions provide Chi- 
cago accountants with their formal educa- 
tion? In our sample, 39 colleges* and uni- 
versities are represented, and in the follow- 
ing frequencies: Northwestern, 16; Illi- 
nois, 12 ;* Chicago, 10; Minnesota, 8; Iowa, 
6; DePaul, Notre Dame, Michigan, and 
Wisconsin, 8 each; Columbia, Glasgow, 
Missouri, and St. Louis, 2 each; and one 
each from 26 other institutions, including 
universities of the following foreign coun- 
tries: Austria, Belgium, Canada, England, 
Germany, and Turkey. Slightly less than 
one-half of these men have actually received 


*Special accounting schools are not included in 
this list, but are considered below. 

*Names refer to state universities instead of 
states. 
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any degree. No authoritative pronounce- 
ment has been made, either by representa- 
tives or practitioners or of accounting in- 
structors, as to the amount or kind of edu- 
cation required or suitable to prepare for 
the public practise of accountancy. The 
Chicago group studied consists of 29 per 
cent who have no college education what- 
ever, 37 per cent who did not finish college, 
and only 34 per cent who are graduates. 
It is significant that the graduates com- 
prise the largest part of the junior and 
semi-senior ranks, while “part college men” 
are the greatest section of the senior rank, 
and “non-college” men are the principal 
type among the owner-partner group. To 
compare the percentage of owners (60 per 
cent) having some college background with 
that of college “trained” juniors (82 per 
cent), at least suggests that the dominant 
party to the employment relation could be 
understood psychologically if he should 
fail to value formal education in which he is 
at a disadvantage, as highly as the experi- 
ence factor in which he excels. At any rate 
the data in hand do not characterize ac- 
countancy as being filled with educated 
men to the degree that prevails in medicine 
and law, and least of all in the group gen- 
erally considered as the leaders of the pro- 
fession; but the trend toward greater use 
of our “product” seems to offer hope as to 
the future, at least for the clients. 

Of more vital import to accounting in- 
structors is the matter of technical ac- 
counting education as found in a repre- 
sentative group of public accountants. The 
Bureau of Placements of the American In- 
stitute of Accountants has well expressed 
the traditional view that the apprentice 
method is adequate, if not preferable to 
college technical training, in a release some 
years ago to university student news- 
papers, carrying the following headlines: 
“Training in Business for College Men: 
Attractive Opportunities in Accountancy 
for Graduates of General Cultural Courses: 
Technical Training Unnecessary at 
Start.” To what extent is the profession 
made up of men with a cultural college 
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education, but no technical college train- 
ing for their future vocation? In Chicago, 
28 per cent of the college graduates, and 
43 per cent of “part college” men re- 
ported that their alma mater contributed 
nothing to their technical preparation. 
Including all men regardless of extent of 
general education, 26 per cent of partners 
and 16 per cent of their employees re- 
port that they have never had any formal 
school work whatever in accounting. Dis- 
tinguishing between those who took three 
or more courses, presumably “majoring” 
in accounting, and those who took the 
minimum of one or two required by com- 
merce schools, one in four of the men 
studied had had only the minimum. Thus 
41 per cent of those reporting failed to 
take full advantage of the training pro- 
gram available. Is this adequate to satisfy 
a normal desire for recognition and for 
service of “the teaching side of the pro- 
fession?” 

Not only schools of commerce of col- 
lege level, but also high schools and spe- 
cial residence schools and correspondence 
schools provide “course” training for ac- 
countants. To what extent do accountants 
rely on each type of school? Of those 
equipped with any accounting course train- 
ing whatever, 48 per cent secured it at 
college; 34 per cent from special schools; 
and 18 per cent at high school. Tested by 
the total number of student-course regis- 
trations, however, college work entirely 
dominates the field: colleges, '71 per cent; 
special schools, 28 per cent, and high 
schools only 6 per cent. 

Probably no exception would be taken to 
the assumption that there is a typical pro- 
gression by which a prospective accountant 
moves from high school courses (if any are 
taken there) to college courses, and on to 
special school or correspondence school 
courses (at least, in case advantage was 
not taken of all courses offered in college). 

*In all discussion of courses, the term means 
three semester hours or its equivalent. Unless “high 
school” is specially mentioned, the term “course” 


refers to college course, or equivalent special school 
(including correspondence) course. 


While the cases are few, it is worth noting 
that 80 per cent of those who are now ae. 
countants and who took high | schog 
courses, later took college accounting 
work; while 42 per cent of those interested 
in accounting at college later took addi 
tional courses in special schools, with which 
Chicago is well equipped. Of those college 
men who took no college courses but later 
entered public practise, a slightly smaller 
percentage have turned to the special 
schools for training, but such as have don 
so have taken an average number of fou 
courses there, while those who had college 
courses earlier have taken only two courses 
each in special schools later. Considering 
all employees who have had any account- 
ing courses in either college or special 


schools, an average number of 5.1 courses 


were taken; the average is less (4.0) for 
owners-partners. Those who did not finish 
college, whether or not enrolled in account- 
ing courses there, are somewhat more in- 
clined to patronize the special schools, than 
are those who received a degree. 

Summarizing, more than half of all spe 
cial school students of accounting had an 
opportunity to take such work at college; 
and those who took work at both types of 
institution utilized the special schools to 
almost the same extent as their college. Is 
the college instructor failing to cultivate 
his home market intensively enough? Is he 
hindered in competition, if such it be, by 
the rule of ethics barring him from adver- 
tising or other forms of propaganda? Or 
may it be that experience with an account- 
ing firm is necessary to impress the aspit- 
ing young accountant with the value of 
formal technical course training, and, if se, 
does this indicate the motivating signif- 
cance of temporary rush-season employ- 
ment during his college career? 

The accounting instructor’s interest in 
the student obviously does not end when the 
instruction is ended. At that time, advice 
may be called for as to the best means for 
the student to approach the prospective 
employer. In this study, juniors were found 
successfully using various methods: univer 
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sity employment bureaus, 19 per cent ; per- 
sonal acquaintance with staff members or 
clients of the firm, 29 per cent; with self- 
reliance, in the form of “uninvited applica- 
tion” represented with 44 per cent still the 
most used of all. 

Can the successful applicant be told that 
he can now face the future, confident that 
his interneship of more or less routine tasks 
will continue, and with application to duty 
and the passage of time, it will lead him on 
into his chosen profession? Not at all. The 
insecurity of the junior accountant’s posi- 
tion is well known, and is in high contrast 
to that of the British apprentice, and to 
that of other American professions. This 
study was made after the end of the busy 
accounting season, and 46 per cent of 
junior accountants were found to have been 
“released,” after a modal employment of 
only three months. Whether the summer of 
1980 was exceptional, or to what degree, 
may be left to the reader to decide. Would 
it not be considered shocking if 46 per cent 
of the medical internes in American hos- 
pitals were discharged in any year? That 
seasonality combines with the fact of in- 
terneship in producing such occupational 
instability, is indicated by the release of 
16 per cent of seniors also. Obviously, how- 
ever, the purely seasonal influence is usu- 
ally overemphasized, since juniors are re- 
leased three times as commonly as seniors. 

In fact, certain practitioners admit that 
the extraordinary turnover is not entirely 
due to the intermittent nature of the work 
but, instead, contend that it is in great 
part the result of “squeezing out” those not 
suited to the work. Since lack of continuity 
of employment may cause the beginner to 
be “side-tracked” and left permanently 
outside his chosen profession, and since it 
certainly slows his professional advance- 
ment, considerable interest attaches to the 
nature of any failures included in reasons 
given by firms for releasing members of 
their staffs. “Seasonal nature of the work” 
was listed for more than half the men; with 
“insufficient experience” and “insufficient 
knowledge of accounting” each applying to 
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one man in six; “inability to meet the pub- 
lic,” one in ten; and “inaccurate work” tied 
with “failure to codperate with superiors” 
each being applicable to one in twenty; 
with “slowness” and “low intelligence” 
given as the least common reasons for dis- 
charge. Some cause for praise of beginners 
is given by the rarity of such gross faults 
as the last four, and by the report that it 
was in no case necessary to discharge for 
“disrespect for confidential facts.” 

Apparently the most common view held 
by the “practical man” respecting the se- 
lection and retention of the oncoming gen- 
eration of accountants is that certain per- 
sonality traits are essential. Illustrations 
are tact, poise, perseverance, codperative- 
ness, accuracy, and trustworthiness. But 
so far, an abundance of opinion had had to 
serve in the absence of careful research as 
to their nature and relative weight. While 
any instructor’s ambition to undertake 
such a difficult type of case research in or- 
der to discover this reputed “open sesame” 
to accounting success should not be dis- 
couraged, it may be remembered that as yet 
the practitioners have not agreed to co- 
operate with instructors in the most ob- 
vious matter of requiring professional col- 
lege training for “internes” ; and until they 
do so, it is easy for the college accounting 
instructor to agree with the partner in a 
prominent firm who, desiring to make some 
constructive suggestion on how the instruc- 
tors and researchers can help states: 

Perhaps it is asking too much of the 

Schools of Commerce to keep people unfitted 
by nature for public accountancy from ever 
attempting it. 
But until some researcher does devise a 
method for the analysis of personality 
traits of successful and unsuccessful public 
accountants, we may find some clues to suc- 
cess in such factors as can be measured, 
notably training and experience. 

Success may be measured by the attain- 
ment of the professional status through 
governmental and social recognition upon 
receipt of the C.P.A. certificate or “de- 
gree”; by the process of ranking within 
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accounting firms; and by the salary re- 
ceived. 

College men think of the C.P.A. degree 
a great deal while under accounting in- 
struction at school. Does this interest per- 
vade the offices of accounting firms? In our 
study, 82 per cent have the certificate, 17 
per cent are actively attempting to secure 
it, while 51 per cent are apparently indif- 
ferent. 

Those who have the certificate are pre- 
sumably the finest trained, technically, of 
all the profession. To what extent are they 
the product of collegiate institutions? In 
Tue Accounting Review for March, 
1928, the Chairman of the American Insti- 
tute Bureau of Placements reported that 
22 per cent of the Institute membership 
(C.P.A.’s or the equivalent) are college 
graduates; of the Chicago C.P.A.’s we 
found the percentage to be 34. This is 
exactly the same fraction of certificate 
holders having degrees, as of the entire 
sample of public accountants. That col- 
lege graduation as such seems to have little 
relation to success in securing the certifi- 
cate is further evidenced by the fact that 
almost as large a percentage of certificate 
holders were never at college (31 per cent) 
as were college graduates (34 per cent). 

Since the certificate is granted upon the 
examination rather than upon considera- 
tion of any educational preparation under- 
gone at the hands of accounting instruc- 
tors, it is pertinent to analyze the extent 
to which accounting instruction in schools 
is associated with success in striving for 
the C.P.A. We found 13.5 per cent of the 
C.P.A. group (excluding “waivers”) had 
had no “course” training whatever, pre- 
sumably achieving success in the examina- 
tions through experience and independent 
study of accounting literature. This per- 
centage of C.P.A.’s_ without technical 
schooling is less than the percentage (18.1 
per cent) of similar men to the entire num- 
ber of accountants studied. While 13 per 
cent of certified men did not use the facili- 
ties of schools at all for their technical 
preparation, 38 per cent relied solely upon 


colleges, 34 per cent used only special and 
correspondence schools, while 15 per cent 
supplemented college courses taken with 
special school instruction. Contrasting col- 
leges with special accounting schools, 59 
per cent of all accountants with formal 
training preferred college work, but only 
53 per cent of the certified men made the 
same choice. This implies excellence in spe 
cial school training; or is it excellence in 
attracting students of experience and spe 
cial ambition and aptitude? 

Possibly all instructors would expect 
that C.P.A.’s are fortified with a larger 
number of accounting courses than are 
those not certified. Yet the average (mean) 
number taken by 74 men certified by exam- 
ination is 4.9 courses, while the average 
number reported by 146 non-certified ae- 
countants is 5.1. Since schools of commerce 
provide accounting training for all stu 
dents, whether primarily interested in the 
field or not, there is interest in the fact that 
approximately two-thirds of certified men 
“majored” in accounting while at school. 
The number of courses typical of men 
trained in “regular” as contrasted with 
special schools may have implications for 
advisers of students on registration day. 
Those C.P.A.’s who secured all their formal 
courses in college took an average number 
of 6.1, those who relied entirely on special 
schools averaged 3.5, while those who had 
both types of training averaged 4.8, as far 
as may be judged from only eleven cases. 

A great deal is commonly said as to the 
necessity of experience as a foundation for 
passing the examination. Does education 
serve as a substitute for actual experience? 
That it can do so in a few cases is shown 
by the success of four college graduates 
who had had no experience at the date of 
writing the examination. Also, the mean 
number of months’ experience prior to se 
curing the certificate varies greatly accord- 
ing to educational preparation; the group 
with no courses taken, mean months 117; 
special courses only taken, mean months 
75; college courses only taken, mean 
months 47. Of course it would be rash to 
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assign to education the full credit for this 
difference. 

Possibly a measure of the relation of 
education to experience in preparation for 
the C.P.A. examination can best be given 
on a per-course basis. With each course 
taken, certified men “mixed” 12.6 months’ 
experience on the average. The amount of 
experience combined with each course dif- 
fers widely, however, between those who 
took only one or two courses (average 44 
months), and those who “majored” in ac- 
counting (average 10 months). Those who 
had the minimum number (one or two) at 
college later combined 48 months’ experi- 
ence with each course before securing the 
certificate, while those who secured the same 
number of courses from special schools 
averaged only 36 months per course. Those 
who majored in accounting at college had 
their certificate delayed only 4.4 months 
for each course taken, while similar men 
who used special schools exclusively waited 
11.38 months per course. The wisdom of 
majoring in accounting is evident from the 
experience of men who used both types of 
school: college men shortening their per- 
course experience from 48.3 months in the 
case of men who took required courses only, 
to 4.4 months for those who specialized; 
and special school men similarly shorten- 
ing the time per course from 36.8 to 11.8 
months. The final comparison is compli- 
mentary to college men (educators or stu- 
dents?), for the average experience “re- 
quired” to accompany each course is 17.6 
months for all those who relied on special 
schools exclusively, but only 7.4 months for 
men who took all their work at college. 
Naturally, however, in interpreting these 
facts, consideration must be given to the 
tendency of special school men to under- 
take their formal course work after having 
acquired practical experience. Much can be 
abstracted from the analysis of certified 
men which is satisfying to instructors in 
both types of school, but not enough to 
make joy unrestrained in either. 

Since rank was considered above, but 
slight attention is necessary here. Not all 
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juniors are destined to rise higher; while 
some few are assigned a higher rank as be- 
ginners. The combined experience of all 
those who had held a junior position shows 
that twenty-eight months of actual public 
accounting experience was required before 
being “promoted.” A trend may be indi- 
cated by the fact that present semi-seniors, 
who have most recently undergone the jun- 
ior apprenticeship, left that rank after 
only twenty-two months. Not all principals 
and seniors go through a second appren- 
ticeship on a higher level as semi-seniors, in 
fact, fewer than half have done so. This 
rank seems to be increasing in favor, how- 
ever, and thus is lengthening the period 
prior to receiving that status of “senior” 
which proclaims one a master in his field. 
Seventeen additional months of public em- 
ployment were spent as semi-seniors, on the 
average, by those who have advanced 
through and above this rank. It may be 
justifiable, however, to emphasize the dis- 
tribution of college-trained men among 
ranks. Grouping together as “internes” 
both junior and semi-senior ranks, 78.5 per 
cent have attended college; whereas only 
68.4 per cent of seniors, and 60 per cent of 
owner-partners have done so. Ever-increas- 
ing popularity of college education in gen- 
eral, and of practical courses especially, in- 
evitably causes an increasing percentage of 
so-called educated men to knock for admis- 
sion to all professions. But in accounting, 
where the owners of firms have been trained 
primarily in the hard school of experience, 
and in which the tradition of apprentice- 
ship still persists, it is not strange if col- 
lege course training is not as much re- 
spected by the higher ranks as instructors 
would prefer. This condition is doubtless 
aggravated by the contrast between the 
high proportion of the profession in the 
lowest (junior) rank, 37 per cent in May 
as tested by number of men, and the share 
of the profession’s total accumulated ex- 
perience possessed by that rank, namely, 8 
per cent, since the group (partners) which 
assigns rank to all employees itself pos- 
sesses 88 per cent of the profession’s ex- 
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perience, while constituting only 9 per cent 
of its number. With employees more imbued 
with the viewpoint of colleges than are the 
employers, what can instructors do to al- 
leviate the difficulty which the student often 
faces, of adapting himself to the place ac- 
corded him in the firm? Or should instruc- 
tors, possibly through their own Associa- 
tion, endeavor to secure more recognition 
for college-trained accountants? 

While success in public accountancy may 
be gauged by the prestige rewards of the 
government certificate and the senior or 
partner status within a firm, the most 
tangible criterion is that of income. No at- 
tempt was made to study the income of 
partners, not merely because of the diffi- 
culty of securing such information, but 
even more because only employees’ salaries 
give an index to the personal judgment of 
the salary-fixing group of the profession 
(partners) as to the value of various com- 
binations of education and experience pos- 
sessed by those employed. 

That salary and rank are closely related 
is shown by the entrance salaries of those 
whose first connection was at various 
ranks: starting as juniors, mean salary of 
170 men was $140 per month; starting as 
semi-seniors, 17 men, $179; and as seniors, 


Group studied Number of Mean Probable deviation 
Cases Salary of the mean if 
similar samples 

could be taken 

repeatedly 

All employees of all 

ranks undifferenti- 
21 $ 5.40 


Non-college men, all 
ranks, and all ex- 
perience groups... 


Partial college, all 
* ranks, and all ex- 
experience groups. . 


Graduates of college, 
all ranks, and all 
experience groups. . 


Non-college, all ranks, 
1-24 months’ experi- 


Partial college, all 
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experience 
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23 men, $233. Present salaries of college 
graduates and other ex-students are con- 
trasted with those of non-college men in the 
following table. The trustworthiness of 
these average salaries is shown by the last 
column, indicating that repeated investiga- 
tions of similar size samples would prob- 
ably (414 chances to one) yield an average 
not different from the present average of 
$237 by more than $5.40, from line one, 
and so on. 

To save space, the salaries of only one 
experience group is given separately in the 
table; but the page chart showing “Salary, 
Education, and Experience” provides op- 
portunity for the interested analyst to 
make at least 185 comparisons, if endur- 
ance permits. 

Although the writer recognizes the in- 
terpretive ability of his reader-colleagues, 
it may not be amiss to offer some explana- 
tion of this rather complicated chart. Al- 
though many personal and imponderable 
causal factors doubtless assist in fixing 
salaries, the chart attempts to present an 
analysis of the relation to salary of five 
measurable factors which might be pre 
sumed to be causal in nature. These are 
(1) public accounting experience in 
months, (2) private accounting experience 
in months, (8) variety of experience as 
shown by number of public accounting 
firms worked for, (4) general education in 
years, and (5) technical accounting edu- 
cation as measured by number of courses 
taken in college or special schools. The 
chart is in three sections. The principal sec- 
tion is at the bottom and shows average 
salary received by each of 27 groups of 
men; the smaller sections above indicating 
private experience and number of public 
accounting firms worked for. For example, 
the extreme left column of the chart rep- 
resents the average (mean) of the same 
six men, whether indicating salary, private 
experience, or number of connections. 

The chart is divided into three major 
divisions from left to right also: all men 
represented in the left division by nine col- 
umns having not more than 24 months’ 
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public accounting experience, the center 
division of nine columns representing men 
with from 25 to 72 months of actual ex- 
perience, and the right division of nine col- 
umns relating to those with most experi- 
ence, more than 72 months. General edu- 
cation is differentiated by the shading, 
black representing college graduates; 
white, those with high school education 
only, and cross-hatched. indicating college 
men who have not graduated. Technical 
accounting education is shown within each 
experience grouping, by three blocks com- 
posed of three columns each: the left block 
representing men who have had no technical 
course training whatever (“0” courses), 
the center block have had the minimum 
number typically required of school of com- 
merce students (“1 or 2” courses), and the 
right block have “majored” in accounting 
(“8 or more” courses taken). As an ex- 
ample, the extreme right column of the 
chart represents 10 men (1) who have 
never attended college but (2) who have 
each taken in special schools (not high 
schools) three or more courses. The (3) 
public accounting experience of each is 73 
months or more, their (4) private account- 
ing experience averages 40 months; (5) the 
average number of firms worked for is two; 
and their average salary is $308. 

Any careful examination of salary as 
correlated with these causal factors con- 
sidered singly will demonstrate the utter 
necessity of studying their influence in 
combination, either by the method of par- 
tial correlation or by charting. Meanwhile, 
the former method is being employed, and 
it is hoped that when completed, some defi- 
nite conclusions may be announced as to 
the relative weight of each factor in deter- 
mining salaries. However, the complexity 
and amount of computation involved pre- 
clude the use of partial correlations ex- 
cept for totals; consequently the charting 
method may be preferable for certain pur- 
poses. The prime limitation of the latter is 
the fewness of cases, caused by the neces- 
sity of analysis into three experience 
groups, each subdivided into three techni- 
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cal education classes, and each of these 
again segregated into three general edu- 
cation groups. By such refining of classes, 
the chart enables three factors to be held 
constant (public experience, general edu- 
cation, and course training), while the 
variations of the two remaining factors are 
observed. 

No attempt is made here to make all pos- 
sible comparisons from the chart and ex- 
plain them; the reader will prefer to ex- 
plore the jungles for himself. Brief sum- 
maries will be given, however, concerning 
the apparent relation of each factor to sal- 
ary. The simple correlation coefficient of 
General Education to Salary is .07712, 
indicating no relationship whatever. This 
surprising fact is corroborated by refer- 
ence to the chart, which shows greatest edu- 
cation paired with greatest salary in only 
14 comparisons of 27 (or 25, since the 
single case 73, course 1-2, graduate, does 
not permit a comparison). Reference to the 
central section, Private Accounting, shows 
11 of the 13 comparisons in which greater 
education receives less salary to be “ex- 
plainable” by the amount of private ac- 
counting experience of the group with less 
education. 

Similarly, Accounting Courses are corre- 
lated (r—0.11621) so as to indicate no 
appreciable relationship with Salary. 
Again, reference to the chart shows that 
considered alone, more courses are found 
with more salary in only 12 comparisons; 
but the overpowering weight of private ex- 
perience is suggested in 11 of the contrary 
cases. 

Turning to experience, then, the un- 
grouped total of Private Accounting is 
positively correlated with Salary in the 
amount of .24370, a significant relation- 
ship. It is surprising that taken alone 
higher private experience is found to ac- 
company higher salary in 19 of 25 possible 
comparisons; and it is noted that this is 
true in every instance for comparisons 
among college graduates of varying experi- 
ence and course training. Variety of experi- 
ence (Number of Connections) has a still 
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more significant positive correlation with 
Salary, of .40750. Twenty of twenty-five 
comparisons find a higher number of con- 
nections paired with the higher salary, 
which is true in all comparisons among col- 
lege graduates, and in 7 of 9 among non- 
college men. The final factor influencing 
salary is most powerful of all, apparently, 
for Public Accounting Experience has a 
positive correlation of .69409 for all ac- 
countants. In comparing the 27 groups on 
the chart, no exceptions are found to the 
rule that the more public experience, the 
higher is the salary. 

It must be emphasized that these indica- 
tions of the dominance of experience factors 
in determining salaries do not justify the 
conclusion that it is dangerous for pros- 
pective accountants to study accounting, 
for it is likely that those who enter pro- 
fessional accountancy without any techni- 
cal training are exceptionally able men or 
are especially adapted personally to its 
needs. The reader will interpret the facts 
presented in keeping with his own acquaint- 
ance with the practicing profession and of 
the conditions surrounding educational 
preparation for it. Even if it be concluded 
that those who set salaries do not value 
such courses highly now, some comfort may 
be taken in recalling that many principals 
of firms today were trained by the appren- 
tice method, and as former college men be- 
come dominant in the profession, properly 
trained accountants may receive the prefer- 


229 


ence now accorded university-trained men 
in law and medicine. 

In conclusion, the writer ventures to sug- 
gest that any actual findings of the present 
study in the Chicago area, whether as to 
the extent to which educational influences 
pervade the profession or as to their effect 
upon professional advancement, are of less 
significance than the proof implicit in the 
modest success of this “pioneer” effort, 
that professional aspects of accounting 
personnel can be investigated and dealt 
with both by the case study method and 
statistically. There are now grounds for 
belief that such a study might be carried 
out on a national scale by the Association 
in codperation with member representatives 
in universities in each state, and preferably 
with the sponsorship of the American So- 
ciety of Certified Public Acountants and 
the American Institute of Accountants. If, 
by a national survey, such data were se- 
cured from thousands instead of hundreds 
of men trying to rise in the profession, as 
could be done, the findings of the survey 
would doubtless become the basis of con- 
ference and action by the sponsoring socie- 
ties representing practitioners and our- 
selves. From this might come some order 
out of the chaos now found in the induction 
of the oncoming generation into the profes- 
sion, to the benefit of both the employer 
and the employee, in addition to providing 
a factual foundation for the work of the 
teaching side of the profession. 
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E D F oO 


After ana- 
lyzing sever- 
al thousand 
cases of 
bankruptcy, Prof. W. O. Douglas of the 
Yale law faculty finds that in 90 per cent 
of the failures studied no books of account 
were kept; in a list of six things which most 
frequently lead to bankruptcy he places 
first, “failure to keep proper books of ac- 
count,” and second, “neglect in applying 
bookkeeping facts.” 

Usually one is inclined to relate the pur- 
pose of bookkeeping and accounting to the 
individual business enterprise. But here is a 
plain indication that the effect of poor 
bookkeeping extends far beyond the indi- 
vidual. Good bookkeeping, it seems, must 
be of some concern to society since the lack 
of it is so definitely associated with the 
great losses which attend bankruptcies. 

Accounting is utilized as one means of 
exercising social control, that is, control by 
the government or by governmental agen- 
cies over institutions touched with a public 
interest. The right to inspect the accounts 
of private business enterprises is illustra- 
tive of this point. Bank examining is or- 
ganized in the public interest, the audits be- 
ing made for the protection of the deposi- 
tors. Through the field audits of the In- 
come Tax Bureau and the Bureau’s ac- 
counting regulations, the Federal Govern- 
ment exercises an indirect control over nu- 
merous accounting policies. Another illus- 
tration is found in the power to prescribe 
uniform accounts. The Interstate Com- 
merce Commission has for many years pre- 
scribed the details of railroad accounting 
methods and has recently extended its re- 
quirements in regard to depreciation ac- 
counting. In a like manner, various state 


SOCIAL SIGNIFICANCE 
OF ACCOUNTING 


public utility commissions require uniform 
accounting reports in the interest of more 
effective public regulation of rates. 
Accounting is of almost inestimable val- 
ue in making competition intelligent; the 
greatest benefit from good cost accounting 
is the sensible price-making which it en- 
courages—not prices consisting merely of 
cost plus a percentage for profit, but prices 
made with minimum cost limits in mind and 
with unprofitable lines of goods indicated. 
It is largely through cost accounting that 
business has been able to measure the defi- 
nite effect upon cost (and prices) of 
spreading overhead expense over an in- 
creased volume of production. Large scale 
production is not merely quantity produc- 
tion but quantity production at lower 
prices. Machinery is used more for the rea- 
son that it keeps unit costs low than be- 
cause it turns out production in mass. Low 
prices and high wages most certainly con- 
tribute to social welfare; and because ac- 
counting is the gauge by which costs are 
measured in their relation to wages and 
prices, accounting may be said to contrib- 
ute definitely to the final result. 
Accounting aids business competition to 
be more intelligent by fostering the use of 
financial and production budgets. It can 
be made of considerable value in the direc- 
tion of stabilization in times of excessive 
inflation because it provides an organized 
means of reflecting the results of extreme 
fluctuations of prices upon an enterprise. 
Accounting also aids in the protection 
of the investor and in the preservation of 
accumulated capital. It needs no argument 
to show that credit can be extended with 
more confidence when the lender is given a 
financial statement based upon good ac- 
counting, a statement which is perhaps cer- 
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tified by a professional auditor. The pri- 
mary purpose which lay behind the British 
legislation in the nineteenth century requir- 
ing the appointment of auditors for every 
company was the protection of the share- 
holding investors against fraudulent pro- 
motions and directors’ mismanagement. 
Parliament could hardly be said to have 
had any motives for such statutes other 
than the public welfare. 

Accounting is not merely the proprie- 
tor’s calculation of his profit. It is more. 
It is also one of the most effective instru- 
ments yet developed for accomplishing 
smoothly many of the social purposes of a 
money economy. 


In these columns of 
the June issue of the 
Review, a simplifica- 
tion of accountants’ 
certificates was urged. For a good many 
years the editor has been convinced that 
“we hereby certify, in our opinion” is an 
absurd grotesquery inherited from those 
earlier generations of accountants who 
spoke in terms intended to keep the world 
adequately mystified. Four years ago in a 
textbook the editor similarly expressed 
himself. 

It is gratifying to find these sentiments 
echoed by the editor of The Journal of 
Accountancy in the August issue of that 
publication. But at the same time it is dis- 
tressing to observe what further recom- 
mendations the Journal makes. Its sug- 
gested certificate follows: 


MODERNIZING 
CERTIFICATES 


I or we, the accountant or accountants, have 
examined the records of the company both in 
the books and elsewhere and as a result of our 
investigation we believe that the condition of 
affairs of the company is correctly shown in 
the accompanying statements. 


To include the name of the auditor in the 
body of the certificate is an unnecessary 
pleonasm—as is also the phrase “as a re- 
sult of our investigation.” Moreover the 
phrase quoted offers a potential shield to 
the adroit auditor who would insist that 
the meaning was “subject to the limitations 
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of our investigation.” Either the reference 
to the examination should be omitted en- 
tirely or it should not be subordinated to 
the “certificate” proper. If it is desirable 
in a certificate to indicate that an examin- 
ation of the books was made—as a prelude 
to the rendering of an opinion of the ac- 
curacy of financial statements—it would 
be pertinent to state the scope of the audit. 
Certainly such general terms as “examina- 
tion” and “investigation” need further de- 
fining before they are used to indicate what 
an auditor has done. Until such definition 
has been agreed upon, or until such time as 
a generally acceptable classification of ac- 
countancy services has been promulgated, 
reference to the nature of the auditor’s ac- 
tivities might well be omitted altogether. 

“Records of the company both in the 
books and elsewhere” is a curious expres- 
sion the last six words of which constitute 
another questionable pleonasm. In the ev- 
eryday language of the auditor, the “rec- 
ords” are the books of account, documents 
and files. The reader of the certificate has 
the right to expect a term to be all-inclu- 
sive if it is not explicitly limited; there 
would seem to be no need of telling him the 
obvious. Besides, the auditor, for a portion 
of his information, goes beyond the records 
of the company during the course of his 
examination; if he did not do so, he would 
undoubtedly be guilty of negligence. Per- 
haps it was meant that the auditor has 
made some of his customary verifications 
“elsewhere” than in the records, but the lan- 
guage used falls short of saying so. 

“Condition of affairs” apparently is 
meant to convey the idea of “balance 
sheet” and “statement of profit and loss” ; 
as it stands it brings to mind “statement of 
affairs” and is confusing. 

Further confusion arises from the omis- 
sion of the name of the company or com- 
panies audited, the lack of dates, and the 
use of the present tense. A good many 
changes in financial position may have oc- 
curred between the balance-sheet date and 
the date of the certificate, which would de- 
mand a careful differentiation in time. 

Revised in the light of the above com- 
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ments, the Jowrnal’s certificate might be 
made to read thus: 


STATEMENT OF AUDITORS 


We believe that the accompanying financial 
statements of the Roz Manuracturine Com- 
pany correctly set forth the financial condi- 
tion of the company at June 30, 1931, and the 
results from operations for the year ending on 
that date. 

Joun Dor anp ComPpANy 
Certified Public Accountants 


New York 
August 1, 1931 


It is possible that the Journal merely 
wished to convey the idea that some change 
was necessary. But in making the sugges- 
tion, it stumbled into far more grevious 
errors than most certificate forms are heir 
to. Worse still, the Wall Street Journal, a 
few days after the appearance of the Aug- 
ust Journal of Accountancy, copied the 
certificate bodily into its own editorial col- 
umns, at the same time urging on account- 
ants a simplification and clarification of 
their forms. 

Perhaps the real fault lies in taking the 
Journal too seriously, or, better, too liter- 
ally. 


In December, 
1980, after 
the announce- 
ment had been 
made that the Terminology Committee of 
the American Institute of Accountants was 
about to publish the fruits of its labors, a 
letter was addressed to the Secretary of the 
Institute. Following are excerpts from this 
letter: 


TERMINOLOGY 
FOR ACCOUNTANTS 


. if the Committee has continued along 
the lines of the definitions printed in the 
Journal, any further publication of the defini- 
tions will not redound to the credit of either 
the Committee or the Institute. . . . My rea- 
sons for this belief are: (1) The Committee’s 
pronouncements can scarcely be honored by 
the name “definitions,” so loosely are they 
phrased and so carelessly are the rules of good 
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definition followed. The devising of a definj- 
tion is a fine art requiring an approach of a 
radically different character than that exhib- 
ited by the Committee. (2) A woeful lack of 
correlation exists as between the definitions 
within a group and between groups already 
published. Similar terms have been defined 
without proper reference to each other. (8) 
No selection has been made: various current 
meanings of a single term are disclosed, to- 
gether with an indiscriminate banding togeth- 
er of terms having or involving the same con- 
cept. Shades of meaning and fine distinctions, 
the nicety of which gives a real pleasure to 
definition-reading, are not revealed in a single 
instance. . . Lacking the authority of a 
scholarly approach, couched in language both 
vague and contradictory, they cannot be re- 
garded as authoritative by anyone. The lack 
of selection is so pronounced that definitions 
can be quoted both to prove and to disprove 
the same point. . . . The Committee on the 
Definition of Earned Surplus worked more or 
less at cross purposes for several years, only 
in the end to discover that an accounting term 
may and probably in most cases should be 
limited in its application to a single concept; 
that an accounting concept, which supports a 
number of terms, should be untainted by legal- 
istic authority; and that the profession is re- 
ceptive in the matter of definitions purged of 
loose connotations, notwithstanding that they 
may seem somewhat arbitrary. . . . It would 
be a pity if both the Committee on Termin- 
ology and the Institute are unable to see the 
opportunity and unwilling to assume the re- 
sponsibility which attend the task of defini- 
tion-making. Would not the results be more 
lasting if the Committee on Terminology 
could confine its efforts to a single concept at 
a time, and phrase definitions for the terms 
which the concept underlies? . . . Definition- 
making on the vast scale selected by or thrust 
on the Committee on Terminology is a prod- 
igal and futile undertaking. 


The fears which this letter expressed 
have been fully realized in the publication 
by the Institute two months ago of Ac- 
counting Terminology. 

Just what the Institute expects to gain 
by ill-considered recommendations to the 
profession is, indeed, a cause of wonder to 
its staunchest adherents. 
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BOOK REVIEWS 


National Association of Cost Accountants Year 
Book 1930. (New York: National Association of 
Cost Accountants, 1930. Pp. iv, 278. $3.) 

The practitioner of accounting or student of 
cost accounting will find in this volume a discussion 
of various phases of costs which is both illuminat- 
ing and interesting. Almost without exception the 
thirty-four speakers at the convention present their 
qpinions and findings in clear, understandable 
manner, and authority is added to their statements 
by the varied and thorough practical experience 
which many of them have had. 

The six sessions of the Association were de- 
voted to as many phases of the subject of costs, 
each one treated by several men engaged in cor- 
poration accounting, as well as by leaders in the 
field of college accounting instruction. It will here 
be possible to refer only briefly to the major 
topics, with occasional, somewhat more-detailed 
comment on points of special interest. 

The first session is devoted to the subject of 
Market Study and Sales Analysis. The several 
speakers agree that there has been relative neglect 
of proper distribution of selling costs, and they 
advocate more careful study of the problem. As 
to what geographical area shall be emphasized as 
the basis for allocating expenses, one recommends 
the city or county, while another finds this un- 
satisfactory and advocates as the best economic 
unit the use of an area embraced by a common 


newspaper circulation. A third speaker emphasizes - 


the necessity for considering sales possibilities, 
rather than any political subdivision, in fixing an 
allocation basis, such economic coverage to be built 
up from population, store, motor registration, and 
bank deposit statistics. Still a fourth speaker makes 
ue of a somewhat similar “marketing” area, ob- 
tained by studying transportation conditions and 
the purchasing habits of the people. He then recom- 
mends elimination of non-productive territory and 
concentration on the remaining area. 

Session II involves the topic, “Selling and Dis- 
tribution Costs.” It is held, in general, that such 
costs shall be divided into (1) Selling Expenses; 
(2) Distribution Expenses; and (8) General and 
Administrative Expenses. That expense which is 
variable and subject to control should be allocated 
to particular lines in so far as possible. According 
to one speaker, allocation on a uniform percentage 
basis should be replaced by specific allocation 
under the following conditions: (1) Where differ- 
ences in selling methods exist among various 
lines; (2) Where the unit value of sales orders 
varies considerably; (3) Where differences are 
found in the trade channels through which the 
goods move. 

The items of freight and handling charges on 
goods in branch houses are discussed in another 


paper. It is held that freight on shipment of 
finished goods to warehouses should be added to 
the cost of the goods only when additional utility 
value results. Ordinarily, handling charges at the 
warehouse will represent an expense when incurred, 
Except in the case of seasonal businesses, the un- 
certainty of results makes it unwise to defer any 
part of such expenses to subsequent periods. 

The nature and the functions of the Comp- 
troller’s Department constitutes the main topic of 
the third session. Says one speaker: “The work 
of the comptroller’s department requires the com- 
bined features of Line and Staff organization.” 
General advice and direction should come from 
staff officers especially qualified in such fields as 
auditing, standardization of methods, analysis of 
accounting data, forecasting, and budgeting. Di- 
rectly under the comptroller, moreover, should be 
a line personnel to carry on the actual work of 
auditing general accounts, works accounts, and 
branches, and to prepare statistical data. A second 
article presents the very interesting results of a 
questionnaire sent to 132 large corporations. Of 
these, 57 have no such officer as comptroller. In 55 
of the remaining cases the comptroller is a major 
executive, equal in rank with the secretary or 
treasurer, and in many instances serving also on 
the finance or executive committee or on the board 
of directors. The majority are responsible to the 
president or treasurer. In only 16 instances are the 
functions of the comptroller specifically referred 
to in the by-laws, usually to the extent of defining 
him as the chief accounting officer, and therefore 
in charge of all accounts and records. It is further 
pointed out that in a banking concern the function 
of the comptroller is largely to see that ineffi- 
ciencies, gaps of authority, and external influences 
are so controlled as to minimize any harmful 
effects. 

Session IV deals with the subject of Standard 
Costs: material cost variations, spoilage losses, idle 
time, and general burden distribution. Among the 
many advantages of Standard Costs are mentioned 
these: emphasis upon cost of performance rather 
than cost of product, efficiency and prevention of 
leaks, control of overhead and materials, and 
simplicity of operation. Two disadvantages are pre- 
sented: substitution of estimated for actual ex- 
penditures; and inability to reflect price changes 
unless frequent revisions of standards are made. 

In Session V, devoted to Transfer of Products 
between Departments and between branches, it is 
generally contended that such transfers should 
theoretically be made at cost, but that practically 
several factors or conditions may make it desirable 
to consider market value. One speaker advises that 
the problem be solved by using standard costs, and 
treating any difference as purchase gain or loss. 
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The question is generally characterized as one en- 
tirely of policy and expediency. 

Session VI. Incentive Plans in Business. Several 
phases of the subject are discussed in the sixth, 
and last, session. Different Types of incentive 
plans, such as stock ownership, premiums, percent- 
age bonuses, etc., are presented, and the general 
advantages resulting from their use are stressed. 
The relative advantages of group bonuses over 
individual premium plans is stated. Also, the ques- 
tion of what officers and men should be eligible to 
be included in a bonus plan is considered. 

These brief comments on the 1930 convention 
of the National Association of Cost Accountants 
are hopelessly inadequate to do justice to the 
interesting and profitable discussions and papers. 
A careful study of the “Year Book” is heartily 
recommended to all readers, with the assurance 
that time so spent will be of great benefit. 


Cart A. 


The Menace of Overproduction. Scoville Hamlin. 
(New York: John Wiley & Sons, 1930. Pp. x + 
202. $2.75.) 


An indicated by its sub-title, this book con- 
siders the “cause, extent, and cure” of over produc- 
tion. Its nineteen chapters, following a Foreword 
by Stuart Chase, have been written by different 
individuals who are familiar with particular in- 
dustries or particular aspects of the general prob- 
lem. Chapters are included relating to the coal, oil, 
cotton textile, woolen, silk, rayon, and radio in- 
dustries and to agriculture. One after another, the 
extent of over production or, more particularly, 
overcapacity in these industries is reviewed. Sug- 
gestions for dealing with the evil are interspersed, 
but the discussions of the problems confronting the 
industries are in general more instructive than the 
suggested cures. The more important remedial 
recommendations which recur throughout the book 
are: collection and interpretation of more data on 
the demand for the products of industry, greater 
codperation among the competing units within an 
industry, and “rationalization” and long range 
general planning for the country as a whole. In 
addition to these familiar proposals, the editor 
elaborates a specific proposal in a concluding chap- 
ter which is unfortunately unconvincing. 

There are a number of chapters in the book 
which are not concerned with particular industries. 
Of special interest is the one by Paul T. Chering- 
ton on “The Wastes Resulting from Business 
Operations Too Small in Scale.” Other topics, to 
which chapters are devoted, include “America’s 
Place in World Commerce a Century Ago and 
Now,” “Advertising and Higher Standards of Liv- 
ing,” “The Growth of Industrial and Financial 
Units,” “Overproduction and Business Organiza- 
tion,” and “Management and Overproduction.” 


J. L. Sniwer 


The Accounting Review 


The Trusts and Economic Control. Roy E. Curtis 
(New York: McGraw-Hill Book Company, Ip. 
corporated, 1931. Pp. vii +- 525.) 

The trust movement, and public concern in re. 
gard to it, seems to run in cycles, like most other 
economic phenomena. The hectic days of the Rooge. 
veltian era of trust-busting have been followed by 
a period in which the war and post-war problems 
have diverted public interest and political activity 
into other channels. 

But quite recently there has been a recrudescence 
of interest in the economic and political questions 
popularly referred to as the trust problem. The 
publicity that has been given the alleged Power 
Trust, the widespread banking consolidations, the 
enormous “circular” mergers in the production and 
marketing of food products, the rapid development 
of chain stores and the attacks upon them, all of 
these developments have again brought the peren- 
nial trust problem to the forefront as a matter of 
popular interest and political concern. Professor 
Curtis’ book is a manifestation of this renewed 
interest. Books frankly devoted to the study of 
trusts have been quite rare in recent years. 

“The Trusts and Economic Control” is a book 
of materials or readings with brief connecting links 
and introductory statements supplied by the com 
piler. Its scope is broad and comprehensive, as is 
indicated by the titles of the sections into which 
the book is divided, which are as follows: the early 
trust movement; development of the law relating to 
trusts; special issues of legal policy; administration 
of the law; antitrust laws of other countries; eco- 
nomic basis of public policy; recent concentration 
of control; related developments in economic con- 
trol; conclusions. The historical, legal, social, and 
economic aspects of the problem all receive due 
consideration. A wide range of sources has been 
drawn upon for the materials. Court decisions, 
opinions of the Federal Trade Commission, peri- 
odical literature, the standard books in the field, 
have all contributed liberally to the readings. A 
valuable section of the book is that which deals 
with foreign and international cartels and com- 
bines. The codperative movement in agriculture 
and merchandising, both at home and abroad, the 
investment trust and the diffusion of stock owner- 
ship, are treated as related developments in the 
field of economic control. 

The author has attempted with good success to 
select his materials impartially and to present 
fairly both sides of controversial questions. The 
book on the whole is comprehensive and well 
balanced. Perhaps some may feel that the political 
and economic implizations of the trust movement 
have been slighted somewhat in favor of present- 
ing the factual and legal aspects. Those who are 
particularly interested in the present day prob- 
lems of public utility regulation and control and 
of railroad consolidations will probably think those 
questions have not been adequately presented. 
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The book has a continuity and cohesiveness that 
jg all too frequently lacking in books of readings. 
One gets the impression, when reading it, not of 
disconnected fragments but of a unified treatise. 
It could satisfactorily serve as a textbook in itself, 
as well as a book of reference or collateral read- 
ings. 


WILLIT 


Psychology in Modern Business. H. W. Hepner. 
(New York: Prentice-Hall, Inc., 1980. Pp. xv+- 
728. $5.00. ) 

A proper evaluation of this work requires that 
the reader keep two facts in mind: first, that the 
author is attempting “to approach the problems 
of tusiness psychology from the point of view of 
the business man,” that instead of “quoting abstruse 
scientific journals” he has concentrated his studies 
“upon the penetrating writings of modern busi- 
ness”; and, second, that the author is attempting 
to cover an immense territory within the limits of 
one book. 

As a result of the first fact one gets somewhat 
the impression that he is reading a business man’s 
psychology, rather than psychology for the busi- 
ness man. That is, we seem to get the rough and 
ready “psychology” which the astute business man 
has formulated in the course of his life of human 
contacts, rather than the contribution of the pro- 
fessional psychologist. 

In the first chapter on the “Psychological Prob- 
lems of the Business Man,” the author asked 500 
business men to describe their problems, with a net 
result of 97 different problems. He then arranged 
these according to their relative frequency. The 
most common difficulty was that of remembering 
the names and faces of people. Least troublesome 
was the difficulty created by the employee who con- 
tinually pads his overtime card. A further study of 
1,000 people was made to learn what their greatest 
fears and worries were. In a mixed group of men 
and women, the greatest fear or worry was that 
of criticism by others (30 per cent); the least fear 
or worry was “ghosts” (1 per cent). Strange to say, 
or perhaps not so strange, was the fear of going 
to the dentist. The greatest difficulty of men was 
worry caused by what others might think (81 per 
cent), and the greatest difficulty of women was 
self-consciousness (85 per cent). From this ex- 
tremely valuable and enlightening data on human 
nature the plan of the book is developed. 

A section on the nature of the mental life is 
intended to show the motives and driving forces 
that make people what they are. This is perhaps 
the most valuable portion of the book. It shows 
up normal human personality by exhibiting the 
characteristics of the abnormal, exaggeration mak- 
ing the traits more obvious. The reviewer senses a 
certain. danger in presenting to the layman a brief 
survey of the various abnormalities, such as hys- 
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terias, psychoasthenias, phobias, obsessions, perver- 
sions, etc., even for the purpose of explaining the 
normal. The temptation is to classify our employees 
and associates under these convenient heads. The 
danger is increased in another chapter by suggest- 
ing methods of treating these ailments. If the ab- 
normal conditions are present, they need to be 
treated with the utmost skill. 

The second and third parts of the book deal 
with the prediction and control of the behavior of 
the individual, and involve principally vocational 
psychology. Methods of hiring and promoting em- 
ployees, the choice of a vocation, etc., are discussed. 
There is also included some material on the in- 
crease of one’s personal efficiency, improving the 
memory, using time properly, getting rid of 
troublesome salesmen, and a chapter on the psy- 
chology of salesmanship. The material is good and 
it is made appetizing by the frequent use of stories 
and anecdotes. The treatment of these topics 
is necessarily superficial—perhaps the interest thus 
aroused will stimulate a more thorough investiga- 
tion of them. 

In Parts IV and V, which are devoted to the 
prediction and control of group behavior, the bulk 
of the 181 pages is devoted to two sets of prob- 
lems, namely, advertising, and the supervision of 
employee groups—men and women. In attempting 
to draw a picture of the employee, the author has 
presented some very useful material which shows 
a real appreciation of the psychological problems 
of labor. Rather more space is devoted to a dis- 
cussion of sex differences than the needs of the 
case require, especially since consideration of other 
important topics had to be so seriously curtailed. 

The most concretely serviceable material ap- 
pears in Part VI, which is concerned with re- 
search methods in business. A series of five rules 
is offered for the conduct of a research project, 
with a very brief elaboration of, each. They are: 
a clear statement of the problem, selection of com- 
petent investigators, proper methods of securing 
the data, a proper attitude toward the research, 
and the proper allotment of time for the research. 
Similarly, nine guides in the analysis of a research 
are offered; among which are: attention to the 
unit of measure, authenticity of the data, and 
significance of the findings. Six rules are offered 
for obtaining the data. The questionnaire is fa- 
vored as a method for investigation, although two 
pages are devoted to the personal interview. 

The final chapter furnishes the “phychological 
research tools.” These are rather statistical tools, 
as they are the customary methods of measuring 
central tendency, variation, error, and relationship. 
The chapter is fortunately placed at the end of the 
book, so that it can be omitted without breaking 
the continuity of the plan. The reviewer predicts 
that it will be omitted by the majority of readers. 
Not only is it out of line with the general tone of 
the rest of the book, but it presents material 
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which the student in a college class grasps with 
difficulty. If the reader already understands statis- 
tics he will not need the chapter, and if he does 
not, he can scarcely hope to do so from this brief 
presentation. 

There are numerous errors throughout the text 
which may puzzle the lay reader, as on page 268 
where “the square peg and the round hole idea is 
an erroneous simile.” These are merely accidents 
in the preparation and proof reading of such a 
large volume, and will doubtless be eliminated in 
subsequent printings. On the whole, the book is 
interesting and useful as an introduction to the 
pressing human problems of business and industry. 
What shortcomings there are may be attributed to 
the fact that the author chose to cut a wide swath 
through fields that invite an intensive cultivation. 


Apert T. PorreNnBERGER 


Accounting and Cost Finding for the Chemical In- 
dustries. George A. Prochazka, Jr. (McGraw- 
Hill Book Co., Inc., New York, 1928. Pp. 242. 
$3.00.) 

The literature dealing with cost accounting for 
specific industries grows steadily, and our old 
ideas of one or two hard and fast systems to be 
applied alike to all industries are fading more and 
more into the background. The present work has 
been prepared, by a man who has had fourteen 
years of experience in the field, to show what has 
been done and can be done in the application of 
cost accounting to the chemical industries. The gen- 
eral lines of treatment may best be indicated by 
the titles to the five main parts of the book, namely, 
Cost Accounting Prerequisites, Determining Proc- 
ess Costs, Determining Material Costs, The Re- 
sults, and Fixed Property. 

The author opens his work by attacking the 
common fondness for “actual article costs,” or 
specific costs of specific products. It is a natural 
tendency for any one to prefer figures described 
by the prepossessing title “actual costs” until it is 
found that these actual costs are only of momen- 
tary significance and include all sorts of incidental 
vagaries which in no way reflect permanent or 
long-time conditions, Thus the author prepares the 
way for his fundamental treatment, which is the 
preparation of process costs for the chemical in- 
dustry, and the application to these process costs 
of standard cost principles. He states early that 
the greatest difficulties occur in the process costs— 
which means labor and burden—and that there is 
relatively less difficulty with the material costs. 
He accordingly keeps material costs separate from 
process costs throughout his treatment, a practice 
which naturally makes for clarity in the results. 
His emphasis upon the importance of the depart- 
mental organization, and of the necessity of build- 
ing the cost records around this organization, is 
also timely. The table of General Leiger Accounts 
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(page 32) is doubtless arranged alphabetically ang 
numbered in that order to facilitate subsequent 
reference to specific accounts; but in spite of this 
advantage there is much to be said for a classifica. 
tion of these accounts on the basis of their position 
in the balance sheet and income statement. This jg 
a matter which is not the same in all industries, and 
it is helpful to receive guidance on this matter 
from experts within the industry. This guidance, 
however, is largely supplied by the subsequent bal- 
ance sheet and income statement reports. A good 
deal of the treatment is given in the form of jl. 
lustrative problems, which makes it clear and 
practical. 

In the chapter on process costs, where standard 
costs are discussed, it would be of interest if there 
could be a little further discussion of the basis for 
the determination of standard burden rates, espe- 
cially as related to the volume of production and 
the percentage of capacity operation prevalent in 
the chemical industry. The matter also of joint 
costs, so characteristic of the chemical industries, 
is dismissed with a brief statement to the effect 
that an empirical apportionment based on quanti- 
tative yields and market values is the acceptable 
solution; discussion of one or two typical cases 
would have been very helpful in visualizing the 
problem as seen in these industries, as compared, 
for example, with oil refining, meat packing, or 
corn products. 

Chapter VI, Recording Departmental Activities, 
is an excellent presentation of the sources of cost 
data for the accounts; it is in this chapter perhaps 
that the conditions peculiar to the chemical indus- 
try are most clearly brought out. Provision is made 
throughout for tying-in the cost records with the 
general ledger accounts, and also for bringing out 
the results in proper executive reports, including 
those which present the variations from standard. 
Plant ledger records are recommended for the in- 
dustry, and some of its difficulties with deprecia- 
tion are discussed. 


T. H. Sanpers 


American Monetary and Banking Policies. George 
W. Dowrie. (New York: Longmans, Green & 
Company, 1930. Pp. 401. $3.00.) 

The twelve chapters of Professor Dowrie’s book 
appear to form four main groups of which the 
first includes three chapters which define “policies” 
and analyze their internal and external applica- 
tion. Chapter IV is a transition chapter relating 
to regulation while Chapters V-VII relate to cen- 
tral banking. Chapters VIII-X take up the gold 
standard and central banking in its relation to 
stabilization of prices. Here there is also included 
an exceptionally valuable chapter under the title 
“Policies relating to our circulation money.” Fin- 
ally, there are Chapters XI-XII which consider 
monetary and banking policy with respect to spe 
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cific groups and international relationships. Each 
chapter is conveniently arranged into subdivisions 
and is followed by a very helpful bibliographical 
note. 

The plan of the book as worked out by the 
author “has been (i) to trace briefly the roots of 
the policy or tendency in question, (ii) to ascer- 
tain its real nature and status, and (iii) to in- 
quire into its actual or probable effect upon our 
economic structure.” The problems treated arise 
chiefly from American experience, though foreign 
experience has been utilized effectively here and 
there. It is evident that Professor Dowrie had in 
mind the university student “who should have a 
definite interest in the policies and tendencies 
which characterize our present financial organiza- 
tion.” It seems to be his feeling that a study of 
policies should follow a study of general structure 
and functions because of the social significance of 
the former. Policies include tendencies, and both 
should be examined from the standpoint of “social 
desirability.” In taking this position Professor 
Dowrie is profoundly correct. There has been too 
much of a tendency to “commercialize” the univer- 
sity instruction in money and banking. The pro- 
fessional motive has been stressed at the expense 
of the cultural; the pecuniary test has been per- 
mitted to smother the test of social serviceability. 
Professor Dowrie has written a book which places 
the emphasis just where it belongs and for that 
reason the volume fits in admirably at the con- 
clusion of a year’s work in beginning money and 
banking. The book assembles, analyzes and ap- 
praises the outstanding events of our monetary and 
banking history which should have been the fruit 
of policy. Whether they were or were not, Professor 
Dowrie makes sufficiently clear the nature of the 
creative forces that account for practises that are 
sometimes entitled to be described as policies and 
sometimes by a term of lesser dignity. 

In any event, Professor Dowrie has performed 
a valuable service to all teachers of money and 
banking; there has long been a need for a book of 
the kind which he has written. But it must be said 
that one cannot fully accept all of his statements. 
Thus, we have his contention (page 16) that the 
McFadden Act “not only seems to have removed 
the causes for numerous voluntary liquidations 
among national banks, but to have provided en- 
ticing bait to state banks to convert into national 
associations.” The course of events since the enact- 
ment of this measure has not justified the hope that 
it would bolster the national system. The evils 
growing out of the competition of two types of 
banking comprising forty-nine systems are too 
deeply rooted for cure by any such half-way meas- 
ure. Likewise, the position (page 190) that colla- 
teral loans by reserve banks té members banks “is 
not likely to be abused again, unless the United 
States becomes involved in another great war” is 
most debatable. United States bonds constitute ac- 
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ceptable collateral, but they are only remotely 
connected with operations which are essentially 
commercial in character. They may, however, make 
up for a lack of eligible paper and thus serve to 
complicate the problem of control of credit. But 
Professor Dowrie does well (page 200) to call 
attention to deficiencies of a system of rediscount- 
ing based upon the promissory note which, by its 
very nature, conceals the purposes for which the 
credit originated. But if the note is objection- 
able for this reason, what is one to say in behalf 
of the bond? 

Again, the statement (page 231) “that an ideal 
monetary system would provide us with a unit of 
measuring values which would be as unvarying as 
the official yard stick and the gallon measure,” 
appears to clash with the position of Professor 
Bradford in the excellent companion volume, Mon- 
ey, (page 375-6) thus imposing upon the instructor 
the task of harmonizing the statements. Also, the 
statement (page 242) that “the world’s gold sup- 
ply is tending to redistribute itself in something 
like pre-war fashion” is at least debatable in the 
light of events since this book was published. Pro- 
fessor Dowrie admits (page 283) that “there is no 
effective way in which the Reserve System can 
strike a blow at excessive brokers’ loans without 
dealing a like blow at business.” Thus he recog- 
nizes the clash between the processes of industry 
and the processes of business for which there can 
be no remedy that the Federal Reserve System can 
apply. With this position one cannot disagree, but 
it is more difficult to accept his view (page 324) 
that the farmer “has virtually ceased to look to 
further credit legislation as a way out of his diffi- 
culties.” In view of the enactment of the Agricul- 
ture Marketing Act of June 15, 1929, one is re- 
luctant to accept the statement or to become opti- 
mistic about the future. 

Should Professor Dowrie find opportunity to re- 
vise and amend this volume from time to time, it 
will doubtless long perform an excellent service in 
American universities and colleges. 

E. A. 


Economic and Social Problems of the Machine 
Age. Arthur Bruce Anthony. (Los Angeles: 
Semicentennial Publications of the University 
of Southern California. University of Southern 
California Press. 1930. Pp. ix, 82. Paper, $1.00. 
Cloth, $1.50.) 

Professor Anthony’s work, as indicated by its 
title, has as its objective the presentation of a num- 
ber of the most important problems directly or 
indirectly traceable to the continuous change from 
hand to machine labor. Analysis is made from the 
standpoint of social welfare, and although it is not 
the author’s intent to offer solutions to the prob- 
lems presented, constructive suggestions are fre- 
quently made as to the lines along which an ap- 
proach to a proper solution may be effected. So 
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vital are the questions raised—particularly at this 
time—that this study should be of extremely broad 
interest. 

After pointing out increased quantity, improved 
quality (in some cases), and increased variety of 
product as contributions of the machine age to 
social welfare, Professor Anthony turns to some of 
the problems arising from the industrial revolu- 
tion. First considered are labor indiscipline, labor 
government, and the safeguarding of labor’s work- 
ing conditions as links in the chain of cause and 
effect emanating from large capital investment in 
and the consequent separation of the worker from 
ownership of the tools of production. 

In Chapter II, Professor Anthony points out 
problems incident to industrial depressions, the 
question of the labor wage, and the danger to demo- 
cracy as all arising from the abuse of the authority 
concentrated in the hands of capitalists through 
ownership of the tools of production. He also 
stresses the problem of large-scale output: the 
necessity of gaining full utilization of machinery 
as its cause, and the great and growing demand 
for raw materials, problems of exploitation, con- 
servation, and reclamation, and government regu- 
lation of private enterprise as its effects. Chapter 
III amplifies large-scale production considerations 
to include problems arising out of industrial com- 
binations and monopoly and the effect they have 
upon social opportunity. 

In Chapter IV, after bringing out certain as- 
pects of the problem of maintaining consumer buy- 
ing power, Professor Anthony turns his attention 
to some of the defects of our modern financial 
structure by outlining such problems as concentra- 
tion of financial control and imperfect distribution 
of productive energy. Further analysis along this 
line is made in Chapter V wherein the economic 
effects of changes in the price level are presented 
as another problem connected with the modern 
mechanism of exchange. This problem is discussed 
in relation to six factors: debtor and creditor rela- 
tions, social efficiency of the economic system, the 
standard of living, international debtor and credi- 
tor relationships, the business cycle, and domestic 
politics. 

Returning to labor problems, Professor Anthony 
in Chapter VI analyzes the defects in socialist 
theory and practice, and refutes the “one class” 
ideal by a presentation of the various distinct 
lines of cleavage of interest in the working class 
itself. This leads into a further discussion of gov- 
ernment regulation with particular emphasis upon 
the problem as to the system of government “best 
adapted to the work of regulating those phases of 
the modern economic order which need such super- 
vision.” 

Chapter VII is concerned with the difficulties in- 
cident to the intense international rivalry for raw 
materials, markets, and capital investment op- 
portunities, and the additional problems develop- 
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ing from the principle of vested interests in foreign 
properties. Chapter VIII gives a brief summary of 
the major problems considered and concludes with 
a presentation of possible lines along which ecg. 
nomic development may be expected to proceed in 
the future. 

The clear treatment and natural sequence of 
thought with which Professor Anthony attacks the 
unravelling of the most complicated interrelation. 
ships merit special comment, Throughout the text, 
references to standard works for collateral reading 
are made. An annotated bibliography and an index 
to the subject matter are appended. 

A. Unt 


Fraud: Its Control Through Accounts. George E, 
Bennett. (New York: The Century Company, 
1930. Pp. ix, 185. $1.50.) 


Professor Bennett’s work, published under the 
auspices of the American Institute of Accountants, 
is concerned not so much with the detection as with 
the prevention of fraud in its various forms. To 
this end emphasis is placed upon the methods neces- 
sary to secure a proper internal check through 
division of work in the average business organiza- 
tion. A careful tracing of the usual and ordinary 
transactions of a business through the accounts 
indicates situations wherein the greatest possibility 
for fraudulent practice exists. Consequently, as 
well as being instructive to the student of account- 
ancy, the book should be of broad interest and 
considerable assistance to the professional auditor, 
the internal auditor, and the business manager in 
the audit of accounts, the installation or correction 
of accounting systems, or the supervision of the 
operation of an accounting system. 

The book is divided into three parts. Part |, 
in furnishing a general background for later, more 
detailed discussion, is composed of five chapters 
dealing respectively with internal check in rela 
tion to fraud and accounting errors of various 
types; legal distinctions characterizing the various 
types of fraud from one another; limitations in 
the application of internal check principles by vit 
tue of the particular classification of fraud, the 
existence of collusion, or the lack of adaptation of 
the accounting system to the circumstances of the 
particular case; principle of charge and discharge 
and the application of the principle through vari 
ous accounts to present personal accountability 
and discharge of responsibility for incoming and 
outgoing values; and organization and business 
transactions as determining factors in the develop: 
ment of a system that will obtain a natural, aute 
matic internal check through a proper division of 
duties among employees. 

In Chapter V under Part I, Professor Bennett 
classifies all financial transactions and business at 
tivities into five major groups: Purchases and 
Purchases Returns; Sales and Sales Returns; Cash 
Disbursements and Cancellation of Payments; 
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Cash Receipts; and Departmental Interrelations. 
Part II, consisting of seven chapters, is devoted to 
a detailed treatment of internal-check principles 
and aims to be accomplished in the handling of 
yarious business transactions. The discussion of the 
subject matter closely follows the above suggested 
classification of activities and transactions. Two 
additional chapters are included under the treat- 
ment of cash transactions; one prefaces the separ- 
ate discussions of cash receipts and of cash dis- 
bursements by some general comments upon the 
subject; the other gives separate consideration to 
payrolls as a particularly important part of cash 
disbursements. 

Throughout Part II the successive steps of each 
type of transaction from inception to completion 
are traced through the records and carefully an- 
alyzed with particular emphasis being placed upon 
such division of duties and delegation of authority 
as to reduce the possibility of fraud to a minimum. 
At all times is recognition given to the varying 
conditions which may hold forth and factors which 
must be taken into consideration in the small as 
opposed to the large business, as well as to the 
variations in procedure which may become neces- 
sary because of the particular circumstances of the 
individual case. Free use is made of concrete cases 
to illustrate common procedures in different types 
of businesses. Attention is continually directed to 
those points in the handling of transactions where 
fraudulent practice is most likely to occur, to the 
usual methods by which fraud is perpetrated, and 
to the tests and devices that are of material assist- 
ance in detecting it. 

Part III is devoted to the presentation of a 
bibliography of books and articles appearing in 
periodicals, a list of legal cases, and a selected 
list of forty review questions and problems bearing 
upon the subject matter and designed to repre- 
sent “what a person should be able to do as a 
minimum in order to pass this phase of the sub- 
ject in professional examinations, and in order to 
have a solid foundation for professional accounting 
practice.” 

Professor Bennett presents his material in a 
clear and comprehensive manner. His concise, di- 
rect style assures continuous interest on the part 
of the reader. At the conclusion of certain chap- 
ters, where pertinent, a short list of references to 
standard works is given for collateral reading. The 
subject matter is conveniently indexed. 


A. UHL 


Introduction to Accounting. Alva L. Prickett and 
R. Merrill Mikesell. (New York: The Macmillan 
Company. 1930. Pp. xxiv, 362. $1.75.) 


Most teachers of accounting will agree, I be- 
lieve, that the teaching of beginners is by no means 
an easy task. Frequently, the students’ lack of 
previous training in mathematics, especially busi- 
hess arithmetic, and a wide diversity of interests 


among students in the same classroom, ranging 
from the general and cultural to the highly spe- 
cialized interests of accounting majors, create 
pedagogical problems that call for much ingenuity 
and patience on the part of even the best instruc- 
tor. When the situation is aggravated by the use of 
a poorly written textbook, the difficulty of the 
problems is intensified to a very marked degree. 

For this reason, whenever a new text on ele- 
mentary accounting makes its appearance, its con- 
tent and method of presentation are rather criti- 
cally examined by teachers with the hope that the 
new text embodies features that will facilitate in- 
struction, either by following a more natural and 
logical sequence of material, or by including more 
practical and more interesting problems. Even 
teachers of advanced accounting manifest con- 
siderable interest in a newly released elementary 
text, because they find that some students in ad- 
vanced classes did not receive thorough training 
in the required course of the first year. Anything 
in the way of improved text material, therefore, is 
welcomed by teachers of advanced accounting. 

Such difficulties were, no doubt, encountered by 
the authors of “Introduction to Accounting,” in 
their experience as teachers, and as a result they 
set themselves to the task of preparing a course 
“which would present the essentials of accounting 
to those students who are interested in the sub- 
ject only for its general relation to business, but 
which would also provide the necessary founda- 
tion for a major in accounting,” as stated explicitly 
in the Preface by Professors Prickett and Mike- 
sell. 

With this objective in mind, the authors have 
preferred to emphasize principles rather than meth- 
ods. It may be added, however, that mechanical 
methods are not neglected. Instead, an unusual 
amount of minute detail is included. For example, 
relatively minor matters, having to do with the 
omission of the dollar sign and the decimal point 
in ruled columns, and the use of a short straight 
line in the absence of cents in the cents columns, 
matters which are usually omitted entirely by other 
authors, are explained in most painstaking detail 
on pag: 55. In a similar manner, on page 77, an 
unusual amount of detailed explanation is pre- 
sented on the subject of trial-balance headings. 

Students of liberal arts colleges, especially, 
should find the introductory chapter interesting, 
because of the numerous references to early uses 
of accounting in Greece, Italy, and other countries 
of Europe, and in the early days of American 
history. Students in colleges of commerce will 
probably pass over this introductory material 
rather hurriedly, and find in Chapters 2, 3, and 4, 
an easy and interesting introduction to the subject 
matter of accounting, because the authors have 
wisely chosen the balance-sheet approach. Business 
practices and methods are cited freely, so that 
the student, early in his study of accounting, be- 
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comes familiar with the purposes and principles of 
standardized accounting procedure. Thus the stu- 
dent is given the correct perspective, because he 
is allowed to see at the beginning of his study 
some of the ulterior objectives of accounting prac- 
tice. The forms and purposes of the balance sheet 
and profit and loss statement are presented in an 
unusually simple manner. 

In Chapters 5 to 17 the student is led step by 
step from the financial statements all the way back 
to the original business papers and documents from 
which entries are made in the books of account. 
The procedure is first from statements to the ledg- 
er, from which the statements are derived; then 
from the ledger to the journal, from which entries 
are transferred to the ledger; and thirdly from the 
general journal to the special journals, which 
grow out of the general journal. Adjusting en- 
tries, working sheets, closing and post-closing en- 
tries, controlling accounts and subsidiary ledgers, 
columnar journals, and finally business forms and 
vouchers are presented with a final chapter on 
interest and discount. At this point, Chapter 18 
provides a summary problem for solution, as a 
means of review and test of the student’s knowl- 
edge. It might be added that at the close of each 
chapter are found several problems adaptable for 
class or home work. Chapters 19 to 24 cover the 
peculiarities of accounting procedure for partner- 
ships and corporations, including numerous ques- 
tions and problems based upon the discussions in 
the chapters. 

The sequence of material seems to be for the 
most part satisfactory, but some instructors may 
object to the teaching of closing entries after ad- 
justing entries and the working sheet have been 
presented. Closing entries are not explained until 
Chapter 18. It might have been more natural for 
a brief chapter on closing entries to follow the 
explanation of the ledger and trial balance given 
in Chapter 7. Moreover, Chapter 14 on controlling 
accounts and the subdivision of the ledger might 
well follow chapter 10 on special journals. 

Any criticisms, however, on the matter of se- 
quence in an elementary text on accounting, are 
in turn usually subject to criticisms by others. No 
doubt the authors adopted the sequence of the text 
because they found by experimentation that pe- 
culiar order to be satisfactory in the classroom. 
If, however, teachers who use the text prefer to 
follow their own sequence, rather than that of the 
book, that can be done without any serious diffi- 
culty by assigning later chapters earlier in the 
course. 

It is rather refreshing to observe that the au- 
thors are unwilling, at times, to accept some of the 
traditional accounting terminology and practices. 
For example, on page 33, in explaining the cost 
of goods sold section of the Profit and Loss State- 
ment, the authors substitute “Gross Margin” for 
the term “gross profit.” “Unfortunately, custom- 
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ary usage has established the words ‘Gross Profy 
instead of ‘Gross Margin.’ There is in reality no 
profit determinable until one gets to the end of th 
statement. In this text in spite of custom’s dictates, 
the more correct terminology, Gross Margin, jg 
used.” The authors are to be commended for their 
venturesome spirit and sincere desire to instrue 
beginners properly in terminology, but we ques 
tion the profitability and expediency of introducing 
a new term, not yet sanctioned by the profession, 
in an elementary textbook on accounting. On page 
45 the authors discuss the question again but with 
the apology: “The fact is emphasized again to keep 
before the student a truth (there is no profit ex. 
cept net profit) so self-evident that it fairly rushes 
at him, but so easy to misconstrue, that textbooks 
for years were in error.” Likewise the term “ia- 
bility” is strictly limited to outsiders’ equities, 
“... if it is to retain a definite meaning in book- 
keeping terminology, which at best is subject to 
improvement.” On page 135, the authors express 
dissatisfaction with the terms “Reserve for Bad 
Accounts.” Such controversial discussions might 
well have been omitted. On the other hand, some 
instructors may prefer to emphasize the need for 
a better accounting terminology and make valuable 
use of such discussions for purposes of illustra- 
tions. 

The text is written well, in simple and smooth 
style. The accounting forms presented conform 
closely to standard forms used in practise. Most 
of the problems suggest practical situations. Some 
of the questions are of the memory type, but these 
are not excessive in number. A fairly complete 
index is included. The authors as well as the pub- 
lishers are to be commended highly for the me- 
chanical features, such as clear type, informative 
sideheadings, page balancing, etc., all of which 
add much to the attractiveness of the book. 

The title “Introduction to Accounting” was in- 
deed well chosen because it appears to describe 
adequately the contents and purpose of the book, 
does not in any way mislead the accounting publie, 
and is not as formidable a title to the student, as 
“Elements” or “Principles” might be. 

Epwin L. THEIss 


Modern Bookkeeping Practice. First and Second 
Year Course. Nathaniel Altholz and Anthony W. 
Klein. (New York: Lyons and Carnahan, 1926 
and 1980. Volume I, Pp. vi-366. Volume II, Pp. 
xi-439. $1.60.) 


This text, designed for secondary-school use, is 
based upon the proprietary equation, but comes 
nearer to the account method in its actual approach 
and teaching, even though the equation is con- 
sistently held up before the student. The equation 
is held up more as a summary of results, while ac- 
count functions are used in the teaching. 

The authors say, “The book is divided into les- 
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son units made to fit the class period,” and they 
have done this well. They also maintain that a 
careful graduation and logical sequence have been 
constantly kept in mind in planning the succession 
of topics, and, except for a slight abruptness in the 
early part of the work, they have succeeded in this 
attempt. The authors go on to say that the purpose 
of the text is to develop habits of order and clear 
thinking, stimulate the student’s imagination and 
intelligent initiative, and inculcate sound concepts 
and lofty ideals in business, regardless of the stu- 
dent’s later chosen field of expression. These valu- 
able objectives are met by the text as far as is 
reasonable to expect. 

The handling of items such as “tore down an 
old partition and gave it to the janitor,” in Chap- 
ter I, and “loss on sale of desk,” in Chapter ITI, 
come rather too soon to be consistent with the 
authors’ attempt at careful gradation. It seems 
that closing Purchases into Inventory, and then 
getting the new inventory on the books by the 
entry: 

Inventory (new) 

Inventory (old) 
is rather cumbersome, and far less to be desired 
than closing the old balance of Inventory into Pur- 
chases, and putting the new Inventory on the books 
by the entry: 

Inventory 

Purchases 
Also, the value of the practise of transferring de- 
preciated values of supplies and equipment by 
such entries as: 

Store Expenses (new) 

Store Expenses (old) 
and 

Rent (new) 

Rent (old) 
is doubtful. It is also a question whether students 
in the early months of secondary school bookkeep- 
ing can comprehend the fact that transactions 
which result in losses through expense, or in prof- 
its through income, immediately affect capital, re- 
gardless of how simple it seems to the experienced 
teacher. 

A good feature found early in the book is the 
use of one account for inventory and purchases, 
enabling the text to consider purchases as an in- 
crease in assets, with the relative rules. A good 
deal of valuable business discussion especially 
helpful to the teacher who has not had the benefit 
of much business experience, is included where ad- 
vantageous, as, for example, the discussion of why 
posting should be kept up to date (Chapter VIII) 
and of the preparation of bank deposits (Chapter 
IX). 

Refreshing it is to find a bookkeeping text in 
which the authors do not teach the old, impractical 
methods of finding errors when the Trial Balance 
is out of true, but where, as in this text, it is taught 
that finding such errors is a matter of hard and 


heady hunting. Also, the authors avoid to a con- 
siderable extent the giving of false impressions 
early; in discussing sales journals, for example, in 
one chapter are taught two different forms, with 
examples shown of each, and exercises for each, 
so that the student does not get the idea that only 
one form of sales book is correct, or customary. 

The first year’s work includes departmentali- 
zation of purchases and sales, but not expenses, 
and the discount columns in the cash book, and 
drafts. 

The second-year book, Volume II, teaches con- 
trol accounts with subsidiary ledgers, bound, loose- 
leaf, and card ledgers, petty cash, deferred items, 
accruals, depreciation, bad debts and reserves for 
both open accounts and notes, working sheet, and 
adjusting entries. These topics are well and fully 
covered with painstaking detail, but especially well 
handled are control accounts and working sheet. 
The ledgers are shown in different rulings, thereby, 
again refraining from giving the student the false 
impression that only one form exists. 

Business calculations are found in the second- 
year book, including percentages of expenses based 
upon net sales, stock turnover, ratio of current 
assets to current liabilities, and collection ratio. 
Partnerships and corporations are taught, with 
clear expositions of the administrative details as 
well as the accounting problems. 

Short sets are plentiful all through both books, 
and two long sets, enough to give the impression of 
unity to several principles, are gathered together 
into one major problem. 

Objective tests by Louis Braverman of the 
Thomas Jefferson High School, Brooklyn, and Mr. 
Altholz, are available, and cover a wide range of 
accounting principles and business routine. 

Harotp E. Cowan 


Credits and Collections in Theory and Practice. 
Theodore Beckman. (New York: McGraw-Hill 
Book Company, Incorporated. 1930. Pp. xvii, 
599. $4.) 

The first edition of this excellent text appeared 
in 1924. It constituted a welcome addition to the 
literature on the subject at that time and now that 
it has been thoroughly revised and amended it is 
much more welcome. Professor Beckman divides 
his book into five parts, the first of which deals 
with fundamental principles, the second with 
sources of credit information, the third with credit 
department organization and management, the 
fourth with technical and legal aspect of collec- 
tions and the fifth with credit and collection and 
control. The new edition includes a chapter on in- 
stallment credit in Part I, a chapter on special 
mercantile agencies in Part II, a chapter on in- 
stallment credit management in Part III, a chap- 
ter on collections in Part IV, and a chapter on 
credit limits in Part V. These chapters constitute 
valuable additions and expansions which experi- 
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ence with the book and passing events made both 
desirable and necessary. 

In view of the growing importance of credit 
transactions of all kinds it is not surprising that 
courses in credit and in credit and collections have 
found places in the curricula of many collegiate 
schools of commerce. Professor Beckman’s book is 
eminently fitted for a text in such courses. One may 
doubt the wisdom of undergraduate training in 
collections in view of the fact that an efficient col- 
lector must have rare qualities of judgment, but 
there can be no doubt that this part of the book 
is highly valuable to business men and it must be 
kept in mind that Professor Beckman had both 
business men and students in mind when he pre- 
pared his text. 

From the point of view of collegiate instruc- 
tion in finance, Professor Beckman’s book performs 
a distinct service. There can be no question that 
adequate instruction in a course in banking neces- 
sitates inclusion of material relating to the analysis 
of borrowers’ statements. Bank loans are increas- 
ingly based upon data afforded by such statements 
and the practice is growing, rather slowly to be 
sure, but it is growing even among small banks. 
The best approach to the famous Three Cs is by 
way of an adequate financial statement and stu- 
dents should be instructed from this point of view. 
Professor Beckman has included three excellent 
chapters on business statements and their analysis, 
material which might very well be included in any 
text on banking. Since this material is not often 
found in texts on banking, Professor Beckman’s 
book constitutes a valuable reference book on this 
and related subjects. 

One or two exceptions to his treatment may be 
noted in passing. At page 257-258 he includes in- 
tangibles among fixed assets, a practice which does 
not appear to be desirable. A separate classifica- 
tion has much to recommend it. Again, at page 
261, he fails to refer to the desirability of includ- 
ing in the balance sheet evidence that accounts re- 
ceivable have been assigned. At page 284, in re- 
ferring to the ratio of sales to merchandise, he 
states that “to secure this ratio, divide the net 
sales by the total merchandise inventory.” It seems 
obvious that the true ratio can only be ascertained 
by taking the net sales at cost, assuming that the 
inventory is carried at cost. The treatment of 
installment credit leaves something to be desired 
from a purely economic point of view. It appears 
to the writer that insufficient stress has been placed 
upon the fact that much installment buying adds 
nothing whatever to the power of the buyer to 
meet his payments. The credit is often extended 
without consideration of the productive power of 
the goods which are purchased and right here the 
line between desirable and undesirable installment 
credit should be drawn. Not that no such sales 
should be made when the goods add nothing to the 
power of the buyer to make the payments, but 
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that the absence of this element should be noted 
in every case. Without doubt much of the present 
depression arises from the loss of purchasing power 
for current production because of goods purchased 
previously under this plan. There has been too much 
living on a deferred basis with a growing tendency 
of buyers to feel that there is some way to eat 
their cake and have it too. This section of the 
book is very well done, but much would be added 
to the value of the book, if the approach were less 
a purely business and more a social one. Perhaps 
the latter approach was not taken because the 
book is intended for business men among others. 
However, it might be said that they are most 
in need of this very approach. 

Professor Beckman has included with each 
chapter a select list of references to other treatises 
and he has also included some very helpful ques- 
tions. A few short problems would have been a 
welcome feature along with the questions. The text 
is well set up in type that is clear and sufficiently 
large. There are also two valuable appendices and 
an adequate index. E. A. Kixcamp 


Economics of Accountancy. John B. Canning. (New 
York: The Ronald Press Company. 1929. Pp. 
viii, 367. $5.) 

In this book the author reports the results of 
a study of accounting theory and practice from the 
point of view of the professional student of eco- 
nomics. Unfortunately, your reviewer is so well 
aware of the differences among his fellow econo- 
mists that he does not know what the viewpoint of 
the professional student of economics is. For the 
author it is the point of view of the student of 
economic statistics and of a follower of Professor 
Irving Fisher. (Professor Fisher has written a 
highly eulogistic account of the book in The Ameri- 
can Economic Review for December, 1930). Other 
theories than Professor Fisher’s are dismissed with 
distain (p. 41 n.) or relegated to the “scrap heap” 
(p. 383). The author has three main purposes: to 
equip the economist with safeguards against im- 
proper use of statistical data taken from accounts; 
to enrich accounting theory by Professor Fisher's 
income concept, the flow of services; and to im- 
prove accounting definitions and procedures. He 
has undertaken a difficult task in addressing so 
heterogeneous an audience on so many topics, a 
pioneering venture in a rocky borderland. 

The author treats accounting theory from one 
basic viewpoint, the theory of income. This basic 
emphasis appears most clearly in his discussion of 
assets and of gross and net income, The book is 
divided into fifteen chapters with the following 
principal topics: assets, liabilities and net proprie- 
torship, income, valuation. The whole range of ac- 
counting theory, except cost accounting, is touched. 

No student of economic and business statistics 
can afford to remain unaware of the dangers of 
using the figures in balance sheets and income 
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statements for other purposes than the original 
ones. He certainly should not condemn the account- 
ants for not devoting themselves entirely to his 
problems. On these subjects such a student will 
find in this book much of significance; he would 
have welcomed a discussion of standardization and 
comparability. 

For accounting theory, the first influence of 
Professor Fisher’s ideas is in the author’s defini- 
tion of assets: “An asset is any future service in 
money or any future service convertible into money 
... the beneficial interest in which is legally or 
equitably secured to some person or set of persons” 
(p. 22). With this definition he concludes that in- 
surance prepayments and organization expenses are 
not separate items, but valuation accounts. Good 
will is the master valuation account, it recognizes 
that the whole may be greater or less than the 
sum of its parts, that all the assets together may 
have a significance different from the sum of each 
taken separately. No one has been able to suggest 
a better method of valuing good will than capitaliz- 
ing excess earnings (p. 300), so, unfortunately, the 
economic statistician will always find the rate of 
earnings to be the one assumed. The problem of 
the economic statistician is not the same as that 
of the accountant. The accountant, in valuing the 
good will of one enterprise, may capitalize the 
earning power at a rate assumed to be typical of 
the industry. But the economist, interested in com- 
paring the profitableness of one enterprise with 
another or ascertaining the rate typical of the in- 
dustry, cannot assume a typical rate without fall- 
ing into circular reasoning. 

The theory of assets is tied in with the defini- 
tion of income, so closely that the author almost 
defines assets in terms of income and income in 
terms of assets. “Ultimate total income is the final 
fruition in money both of the enterprise assets 
and of those other services not listed as assets that 
prove to have the economic attributes of assets” 
(p. 95). Later illustrations make it clear that in- 
come is the fruition in excess of the principal. All 
measures of income for periods less than the total 
lapse of time during a relationship are approximate 
indexes only (p. 124). The author then turns to 
the difficult subject of valuation, and escapes the 
trap of determining the principal by discounting 
the receipts at some assumed rate of discount. In- 
ventories he would have valued by the “direct 
method,” by using three aggregates, “cost, market, 
and net selling value to yield some named rate upon 
the investment” (p. 221). The valuation of capital 
assets is highly complex. Accountants are properly 
sceptical of valuation bases other than original cost 
(p. 254). For the revaluation of fixed assets the 
author suggests a method of depreciation based 
on units of service. 

In the reviewer’s judgment, the most stimulat- 
ing suggestion for the accountant is to look to the 
future income as much as possible. In the valuation 


of accounts receivable, the accountant has long 
made an allowance for possible bad debts. The au- 
thor suggests that an analogous method be used 
wherever possible, that an attempt be made to make 
separate specific estimates for specific contingen- 
cies. 

The appreciation of a pioneering work is always 
difficult and uncertain, and never unanimous. Pro- 
fessor Canning’s work is certainly provocative. 

R. S. Mertam 


Mortality in Retail Trade. Bureau of Business and 
Social Research. (Buffalo: University of Buf- 
falo. 1930. Pp. xix, 198. $3.) 


Mortality in Retail Trade is “a statistical analy- 
sis of entrances into and exits from the retail 
grocery, drug, hardware, and shoe trades in Buf- 
falo by independent retailers over the period 1918- 
1928, with special reference to the grocery trade.” 
It is the aim of Dr. McGarry, through this statisti- 
cal study to determine the causes of failure by 
small retailers and to suggest how the number of 
failures may be reduced. 

Dr. McGarry’s presentation may be divided into 
four parts: first, the nature of the statistics used, 
second, the reasons for entrance into retailing, third, 
reasons for withdrawals, and fourth, conclusions. 
These will be considered in the order listed. 

The original data for the study were taken from 
the classified list of the retail stores in the annual 
directories of the city of Buffalo. The enfrance of a 
store into retailing was determined by the appear- 
ance of store names in a directory which did not 
appear in the previous year and an exit was re- 
corded when a store name appearing in one direc- 
tory did not appear in the directory for the fol- 
lowing year. These basic data were supplemented 
by a large number of interviews with retailers, ex- 
retailers, and consumers, which, however, have 
served more as a background for analysis than as 
a basis for statistical tabulation. 

Dr. McGarry has carefully pointed out the limi- 
tations of the data which he uses and has wisely 
refrained from subjecting the data to more than 
elementary statistical analysis. He has summarized 
his results as follows: “Of the total number of 
stores listed in each of these four trades, 18.8 per 
cent of the grocery stores, and 26.8 per cent of the 
drug stores, 29.8 per cent of the hardware stores, 
and 26.8 per cent of the stores have been listed 
for more than ten years. 

“The median life for grocery stores is about 
three years, while that of store in each of the other 
three groups is about six years.” 

The treatment of the sections on reasons for 
entrance and withdrawal from retailing is largely 
speculative. Why do people go into retailing? The 
theories presented are not particularly complimen- 
tary to the typical newcomer in the retail field. He 
becomes a retailer because it is the economic path 
of least resistance. He leaves retailing for retire- 
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ment, for a better job, or because his capital is 
nearing depletion, and a majority of the exits from 
retailing are for the latter reason. Chain stores, 
Dr. McGarry concludes, have not increased the 
mortality among independent stores, but have de- 
creased the number who are entering retailing as 
independent merchants. 

The economic consequence of easy and haphaz- 
ard entrance into retailing by many who are sure 
to leave retailing poorer but “wiser” men is waste 
in distribution. There is waste to the wholesaler 
in losses from bad debts, waste to the retailer in 
the depletion of his capital and economic waste in 
useless efforts of incompetent retailers who are 
perhaps better fitted for other work in our eco- 
nomic life. Unfortunately, Dr. McGarry has no 
specific recommendations other than education. In 
the last paragraph of the last chapter he rather 
cautiously suggests education as a method of al- 
leviating the situation but the idea is not devel- 
oped. “The real remedy,” states Dr. McGarry, 
“seems to lie in education—not merely in the edu- 
cation of the retailer in the methods of conducting 
a business, effective as that may be, but education 
of wholesalers and manufacturers as to the most 
economical outlets for their goods. Education of 
the general public as to the hazards involved in 
the retail trades would also serve as a deterent to 
reckless entrance into them. Such education must 
be based upon a more extended analysis of facts 
than is now available. The Louisville Survey and 
the Census of Distribution have done much to 
throw light upon general problems of which little 
was known before; and it is hoped that the present 
study may suggest new and further lines of in- 
quiry.” 

Mortality in Retail Trade is well written, has a 
large number of tables and charts and an excellent 
bibliography. In the appendix are two supplemen- 
tary studies. The first is an analysis of the distribu- 
tion of independent stores in Buffalo according to 
their credit rating. These data are presented with- 
out comment. The second is a study of the relation- 
ship between the grocery stores per 1,000 inhabit- 
ants, the proportion of chain grocery stores to all 
grocery stores, and the mortality rates in 1928, 
by wards, as determined by partial correlation. The 
data for this study is inadequate and it is pre- 
sented by the author “as a type of analysis which 
under different conditions might produce signifi- 
cant results.” Epnear H. Gavrr 


A Solution to the Appreciation Problem. William B. 
Castenholz. (Chicago: La Salle Extension Uni- 
versity. 1931. Pp. iii, 95. $1.00) 

The appreciation problem, as such, is no more. 
In some sixty pages, the author of this booklet 
has contributed a solution to this “much debated 
subject” on which, according to the publisher’s 
blurb, “a well-known C.P.A.” leaves “nothing more 
to be said.” The “loose thinking” which the author 


opines has characterized all previous discussions of 
the question by accountants has now been swept 
aside by this genesis of accounting logic. If the 
word of the publisher can be relied on, here is an 
idea that will “revolutionize accounting thought.” 

The author prefaces his argument with the 
premise that all methods which have been advanced 
for consideration of appreciation are open to criti- 
cism and that the “more intelligent treatment of 
value changes” which he propounds “should satisfy 
all groups.” Having thus established the importance 
which he assigns to his “solution,” he seizes his pen 
and with the fervor of a political pamphleteer, rides 
forth to battle against the “absurdities” and “lu- 
dicrous expressions” that lurk in financial state- 
ments prepared by accountants who “adhere strict- 
ly to the ultraconservative doctrine” of past cost. 

Monetary values are constantly changing, the 
author points out, and should be recognized in de- 
termining current costs of operation. Failure to 
do so in computing the depreciation of fixed assets 
is responsible for the confused, non-comparable 
basis upon which industry now operates, and pre- 
vents the “recovery of present monetary values 
through cost.” The technical machinery proposed, 
by which the suffering of industry is to be alle- 
viated, is as simple as transferring the change from 
your right-hand pocket into your left and then 
journalizing it back into the pocket whence it 
came. 

The first step in the “solution” involves periodic 
appraisals of the current value of service units re- 
maining in each fixed asset. Should the appraisal 
reflect a greater value than that shown on the 
books, the excess, divided by the number of years 
of remaining life, is charged at the beginning of 
the fiscal year to prepaid expenses and credited to 
unearned appreciation; from prepaid expenses it 
is absorbed monthly into cost of manufacture. The 
unearned appreciation at the close of the year is 
added to earned surplus. Very simple! Right pocket, 
left pocket, and back again. And the “solution” 
achieves the all-important end of introducing pres- 
ent monetary values into costs without offense to 
those old-fashioned accountants who object to the 
reflection of appreciated values in balance-sheet 
totals. 

Upon the mortgaging of unincumbered improved 
property which has enhanced greatly in worth, the 
author is “inclined to suggest” that earned sur- 
plus be credited with a portion of the appreciation 
on the theory that the equity sold has been con- 
verted into working capital available for other pur- 
poses. One wonders whether the author would hesi- 
tate to pay a cash dividend out of the earned sur- 
plus thus created, and whether he would discount 
the necessity of controlling the application of the 
proceeds for the present and future protection of 
the mortgage holder. Fortunately, the author indi- 
cates some doubt of the general acceptance of his 
plan. 
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In conclusion, the author offers several sugges- 
tions for handling appreciation, indites a panegyric 
for the service rendered to industry by the ap- 
praiser, chides Justice Brandeis for making “weak” 
analogies to industrial and business practices in 
the Baltimore street railways case, and adds un- 
der the sub-title of “This Thing Called Deprecia- 
tion” thirty pages of discussion on the separate 
treatment of time- and use-depreciation. 

No consideration is given to the methods fol- 
lowed by appraisers. Even their theory of accrued 
depreciation has apparently been accepted by the 
author without damage to his theory of accounts. 

There are several points of unusual interest in 
the book which deserve more extended discussions 
than the author has seen fit to give them. For ex- 
ample, the postulate is made bravely that the in- 
crease in costs effected by the additional charge for 
depreciation on appreciation insures the recovery 
of funds necessary to restore the assets, This will 
be a shock to the industrialists of this country who 
labor under the delusion that cost is not the only 
price-determining factor with which they have to 
contend, and who assign a reasonable degree of 
competence and foresight to boards of directors. 

A second example appears on page 28, where 
the author suggests that if it be insisted that ap- 
preciated values be reflected on the books, appre- 
ciation should be excluded from surplus, labeled 
Unearned Appreciation, and “given a special po- 
sition following the liabilities on the balance sheet. 
When thus treated it cannot be capitalized.” Here 
is an idea that is truly revolutionary in accounting 
thought. By changing the position of an item on the 
balance sheet, the author has discovered that both 
its nature and potentiality have been completely 
altered. If the author’s words are to be accepted at 
their face value, current liabilities may be trans- 
ferred to some net-worth account where they will 
be available for dividends. 

Only as excellent high-handed spoofing can this 
little book be recommended to the author’s fellow- 
practitioners. F, E. Konrer 


Federal Income Taxation. Joseph J. Klein. (New 
York: John Wiley & Sons, Inc. 1929. Pp. xxv, 
1749, and indexes. $10.00.) 

1931 Cumulative Supplement. (New York: same. 
Pp. xi, 538. $6.00; both books, $14.00.) 

Since the discontinuance of Montgomery’s 
standard work on income taxes, a new book, 
Federal Income Tazation, of monumental propor- 
tions and significance, has made its appearance. 
Dr. Klein is to be congratulated for the high 
standard of excellence which he has maintained 
throughout Federal Income Taxation, The book 
deserves first rank as a reference work for 
practitioners and even as a text-book, though its 
price and emphasis on cases will tend to dis- 
courage its use in courses designed primarily for 
the expounding of fundamentals. As a stylist and 


interpreter Klein ranks well above Montgomery ; 
but as a commentator and critic Montgomery 
must be ceded first place among all those who 
have thus far ventured into the field of income 
taxes. 

Perhaps the chapters of greatest importance 
to the beginner in taxation are the first six where- 
in the general features of the income tax are set 
forth. These chapters lay an excellent background 
for subsequent excursions into the details of in- 
come, deductions, and administrative matters, and 
contain the connecting link with the closely re- 
lated fields of law and accounting. Perhaps Chap- 
ter VI, which deals with accounting, was intended 
merely as a review of the law, regulations, and 
decisions affecting accounting procedure; but it 
would seem that an injection of more of the 
author’s opinions as to a number of cited rulings 
might have added considerable value to this chap- 
ter. 

Similar comments may be made regarding 
many subjects presented by the author. The sur- 
vey is at all times admirable and the worst in- 
consistencies and blunders which inevitably ac- 
company highly technical laws and their adminis- 
tration he has no hesitancy in condemning. Pos- 
sibly the present volume, already long, is no place 
for a recounting of the author’s own views on the 
income-tax scene. Yet the experience of the author 
and his competence as displayed throughout the 
book leaves this reviewer looking for future pro- 
nouncements from him. What are the trends of 
the Federal tax law, of court decisions? Is the 
present income-tax machinery adequate? Is ad- 
ministrative discretion to be preferred over statu- 
tory requirements and limitations? What matters 
concerning public policy have found their way in- 
to the income-tax law? Has the incorporation in 
the law of these matters of public policy been 
justified in the first instance and in the light of 
the practical results secured? Should the law re- 
flect good financial and accounting theory? If so, 
how can the law, in its present form, be improved? 

One subject, concerning which little has been 
said and concerning which much should be said, 
is valuation, especially “basic” valuation. Chapter 
VI has something about it, Section C of Part 2 
(166 pages) is devoted to it, and references to it 
appear elsewhere, but at no point does the author 
pause to state (1) its social significance, which is 
of primary importance in attempting to under- 
stand the ramifications of valuation problems, 

(2) the evils which the control over valuations 
might be expected to cure, and (3) the principles, 
if any, which the present law attempts to lay down 
throvgh direct and indirect references to valua- 
tions. For example, in 1919 a partnership is in- 
corporated, with no change in beneficial interests. 
On what basis in subsequent years should deprecia- 
tion be computed? Had the principles of valua- 
tion control been formulated in the book, this 
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question would not remain unanswered, or had 
cases on the subject arisen, we would have some 
expression of opinion from the author. Without 
a careful summarization of principles, and with- 
out constant reference to them, the beginner who 
is attempting to thread his way through the maze 
of valuation procedures is certain to be bogged. 


Yet it is probable that everybody knows some- 
thing about income taxes, enough even to fore- 
stall confusion in going through this book from 
cover to cover. Certain it is that the present sub- 
ject-matter could be condensed only at the ex- 
pense of lucidity. 

E. L. Konter 


BOOKS RECEIVED 


A Community Labor Survey. Bureau of Business 
Research, College of Commerce and Business 
Administration. (Urbana: The University of Il- 
linois. 1981. Pp. 58.) 

A procedure for organizing and carrying out a 
labor survey. 


Accounting Principles. J. O. McKinsey. (Cincin- 
nati: South-Western Publishing Company. 1931. 
Pp. 736. $3.60.) 

A second printing including extra problems and 
practice sets in the appendix. These are similar to 
the ones contained in the text so that two separate 
sets of practice material are available. This extra 
material was included at no extra charge. 


Accounting Terminology. Preliminary Report of a 
Special Committee on Terminology. Published 
under the auspices of The American Institute 
of Accountants. (New York: The Century Com- 
pany. 1931. Pp. viii, 126. $1.50.) 

A glossary of the more important terms which 
are peculiar to the profession of accountancy, com- 
piled after ten years of study and investigation. 


Corporation Finance. Revised Edition. A. S. Dew- 
ing. (New York: The Ronald Press Company. 
1931. Pp. xi, 540. $3.50.) 

Many things have been included which have as- 
sumed importance during the years since the book 
was first published, and some things which are no 
longer of prime consideration have either been 
omitted or have been allotted reduced space. The 
viewpoint of the book has been brought up to date. 


Encyclopedia of Banking and Finance. Glenn G. 
Munn. (New York: The Bankers Publishing 
Company. 1931. Pp. viii, 765.) 


This reference manual comprising over 3,275 
terms relating to Money; Credit; Banking Prac- 
tice; History; Law; Accounting and Organization; 
Trusts, Finance; Foreign Exchange; Investments; 
Securities; Speculation; Business Organization; In- 
surance; Commodities; Markets; and Brokerage. 


Financial Problems of Instalment Selling. Otto C. 
Lorenz and H. M. Mott-Smith. (New York: Mc- 
Graw-Hill Book Company. Incorporated. 1931. 
Pp. xiii, 279. $4.) 

Practical methods for the determination of Capi- 
tal and Discount Requirements, Earned Income, 
Yield, etc., in Instalment Sales and Finance Prac- 
tice. 


What the Figures Mean. Spencer B. Meredith. 
(Boston: Financing Publishing Company. 1931. 
Pp. 77. $1.50.) 

The object of this book is to show how to read 
balance sheets and income statements. It contains 
significant ratios for 32 different industries. 


New York Laws Affecting Business Corporations. 
Annotated, Revised to May 11, 1931. (New 
York: United States Corporation Company. 
1981. Pp. xxxii, 452. $2.) 

This book contains the Business Corporations 
Law, the General Corporation Law, the Stock Cor- 
poration law, the Membership Corporations Law 
and numerous articles and sections of other chap- 
ters of the Consolidated Laws, relating to Busi- 
ness Corporations. 


The Fall of Prices. John A. Todd. (London: Ox- 
ford University Press. 1931. Pp. B 2, 68.) 
A brief account of the facts, the probable causes 
and possible cures. 
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Boston UNIVERSITY 


Professor Henry J. Bornhofft is resuming 
teaching after a year’s leave of absence. 

Professors Percy, Mannix, Sullivan, Mc- 
Carthy, and Johnson have been teaching at 
the summer session this year. 


University or CALIFORNIA AT 
Los ANGELES 

New members of the department are Pro- 
fessor Constantine Panunzio, who will give 
courses in Social problems and International 
Economic problems, and Mr. George Rob- 
bins, who comes from the University of Ore- 
gon to teach marketing and accounting. 

One year of accounting in the sophomore 
year will be required of all majors in eco- 
nomics. New courses are being added in In- 
dustrial Management, Trust Problems, So- 
cial Problems, and Business Cycle. 


CotumsBia UNIVERSITY 

Mr. J. T. McCormick of Syracuse Univer- 
sity will be a member of the staff of the ac- 
counting laboratory for the summer session of 
1982. Mr. McCormick is studying toward a 
doctor’s degree at Columbia and plans to 
spend a portion of the coming year in resi- 
dence here. Mr. E. J. Fjeld, of the University 
of Colorado, who has been doing graduate 
work at Columbia for the past two years, has 
been serving as a lecturer in accounting at the 
College of the City of New York. Mr. Fjeld 
will be taking his doctor’s examination during 
the coming year. 

Mr. Andrew Love has completed work for 
his master’s degree and is continuing toward 
a doctor’s degree this year. He has been a 
member of the supervisory staff during the 
past year. Professor Winfield S. Briggs, for- 
merly of the school of business administration 
of Mississippi State Agricultural and Me- 
chanical College, has been doing graduate 
work here this year and has recently accepted 
a professorship at Manhattan College, New 
York City. Mr. W. D. Rich of Simmons Col- 
lege will be a member of the supervisory staff 
during this year and will carry graduate work. 
Mr. A. P. R. Drucker, Dean of the Judson 
Bemis School of Banking and Business of 
Colorado College, is planning to complete the 


UNIVERSITY NOTES 


residence requirement for his doctor's degree 
this year and will conduct a class in account- 
ing. 

University or 

Leaving the department are C. R. Lari- 
more, assistant, who is to have charge of ac- 
counting at Union College, Nebraska, and 
D. M. Beights, instructor, who will assume 
charge of accounting at Hamilton College, 
West Virginia. 

New members of the staff will be: C. A. 
Moyer of Miami University; A. Frank Bene- 
detto, Illinois; J. W. McMahon, Illinois; and 
C. C. Delong, M.S., Illinois. Mr. Delong was 
formerly a member of the staff but has been 
an income tax investigator for the past four 
years. 

Mr. A. C. Littleton has been promoted to 
the rank of professor of accounting and will 
retain his position as assistant director of the 
bureau of business research. Mr. E. L. Theiss 
has been promoted to associate professor. As- 
sociate Professor C. F. Schlatter will be as- 
sistant dean of the College of Commerce. Mr. 
Paul M. Green, assistant in accounting, has 
passed the preliminary examination for his 
Ph.D. in Economics. Mr. C. R. Niswonger, as- 
sistant, and Mr. F. R. Stout have left the staff 
to join the staff of a C.P.A. firm. 

During the past year enrollment in account- 
ing courses has exceeded by approximately 
300 all previous enrollment marks of the de- 
partment. 


Iowa Strate 


Mr. H. E. Anway of the University of Min- 
nesota will be an instructor in accounting at 
Iowa this year. Mr. Harry H. Wade, former- 
ly associate in accounting, has been promoted 
to assistant professor. 

Professor Sidney G. Winter this summer 
offered a short course in accounting in the 
summer session of the College of Law, Mr. 
Winter has been re-elected Iowa’s representa- 
tive in the American Society of C.P.A.’s. 


University or MINNESOTA 


Mr. J. J. Reighard, associate professor of 
accounting, has been appointed assistant dean 
of the School of Business Administration. 


me- 
ore- 
rom 
ER 
In- 
C. 
931. 
me, 
ac- 
ith. 
31. 
ins 
ms. 
ew 
ms 
or- 
P- 
si- 
» 
es 


248 


Mr. H. J. Ostlund is engaged in research 
work this summer with the National Whole- 
sale Drug Association. Mr. E. A. Heilman, 
Mr. O. Nielsen, Mr. I. W. Alm, and Mr. J. O. 
Burnett of the accounting staff have all been 
engaged this summer in the industrial survey 
which is being made as a part of the study of 
the economic background of employment con- 
ditions in the Twin Cities and Duluth. This 
study is being centered in the Employment 
Stablization Research Institute which has 
been established at the University this year 
by the Rockefeller, Carnegie, and Spelman 
foundations. The project will probably be 
carried on over a period of two years and is 
under the direction of Dean R. A. Stevenson 
of the School of Business Administration. 


University or MontTANA 


A new course in business law, primarily for 
business administration students, is being of- 
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fered this year by a graduate of the la 
school, Mr. James Garlington. 

Dean R. C. Line recently suffered a broken 
leg in a fall from his horse. 


New UNIVERsITY 


Mr. C. A. Sause has recently prepared) 
practice material for the course in Wall Street 
Accounting. This material will be published” 
by the New York University press. 


NorRTHWESTERN UNIVERSITY 


Mr. W. Mason Smith, C.P.A., is returning ” 
as assistant professor of accounting after” 
serving three years as assistant secretary of 
the National Association of Cost Accountants, — 

At the May, 1931, Illinois C.P.A. examina- 
tions twelve of the twenty-two successful can- ~ 
didates received their major training at | 
Northwestern and at the November, 1930, ex- — 
amination eight out of seventeen. 
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